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The fall of the year is the best time to hold tax conferences. It 
may be that the mind of the tax man is more receptive and more fertile 
at this time of the year—or maybe the tax man's mind is depleted after 
a strenuous spring and summer tax season so that it needs, to borrow 
a Washington phrase, cross-fertilization of ideas in preparation for the 
new tax season beginning January 1. Whatever the reason, the major 
tax institutes are held in the fall; for instance, New York University’s 
eighteenth institute is scheduled for November 4-13. Those of the 


University of Chicago Law School and of the University of Southern 
California Law School, both in their twelfth year, are scheduled for 
October 28-30. Tulane’s ninth begins on November 4. The cost of 
these refreshers in tax law and procedures for tax men is, of course, 
tax deductible—we all hope. 


There are many other tax institutes. They take place around the 
calendar, and we list their dates in our department ‘‘Meetings of Tax 
Men.” Those in charge of publicity for such meetings should know that 
we should have notice of their meetings about 30 to 45 days in ad- 
vance of their convening. 


We are indebted to the American Management Association for 
permission to use an excellent picture of one of its meetings as a back- 
ground for our cover. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Hditor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


From the thoughtful tax men. This month there are two thought- 
ful tax men whose remarks are prompted by an article we published 
some months ago on the subject of insurance. Their comments about 
this article begin at page 858. 


Thar’s gold in them foreign hills. The article beginning at page 
864 discusses certain tax aspects of foreign mineral holdings. This 
is a “how to do it” or a “how it is done” article, because the author 
sets up figures for five possible situations: (1) a domestic corporation 
conducting its foreign operation as a branch, (2) a domestic corpora- 
tion conducting its foreign operation through a foreign subsidiary, 
(3) a domestic corporation conducting its foreign operation as a 
foreign subsidiary, but selling through a United States domestic sales 
corporation (a Western Hemisphere subsidiary), (4) a United States 
domestic corporation operating its foreign subsidiary as a captive 
mine and (5) a foreign corporation carrying on as a proprietorship. 
Victor C. White, the author, compares the net income after taxes of 
each of the five methods of doing business abroad. Guess which 
method of operation leaves the smallest amount of net income after 
taxes! 

Mr. White, who is both an attorney and a CPA, is assistant 
treasurer of the Rexall Drug and Chemical Company, Los Angeles, 
California. 


Depletion. Opinions as to the efficacy of percentage depletion 
accorded oil are sharp and divided. This we know because of the mail 
we received following the publication of an article on the subject, 
but such a provocative subject deserves further exploration. This 
month we have another article on percentage depletion as applied to 
the oil and gas industry. 

There are several theories to justify a tax break to those who own 
an economic interest in the oil in place. One such theory holds that 
recognition must be given to the diminution in value that results 
from the oil’s being exhausted through current operations. In other 
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words, the depletion allowance considers that a percentage of invested 
capital as well as profit is being returned through current operations. 
Another theory holds that Congress should offer special tax induce- 
ments to the owner and operator to encourage the taking of the great 
risk involved in the exploration for oil. 


The article by John E. Hughes, which begins at page 883, delves 
into the considerable risk of looking for oil (for every producing well, 
there are eight dry holes), and presents a case for the depletion 
allowance. The author is a member of the law firm of Hughes & 
Hughes, Chicago, Illinois. 


More formulas. A complex tax problem may become much simpler 
when the proper tools are available. One such tool is an algebraic 
equation, The article at page 889 gives several illustrations of how 
tools such as formulas may save valuable time in making speedy and ac- 
curate computations. There are a number of situations that arise in busi- 
ness which require the computation of a certain result where one or more 
unknown factors are present. An illustration is the computation of a 
bonus to an employee based upon a portion of the company’s taxable 
income. Here you have two unknowns: the bonus and the tax. 


Alfred P. Koch is an associate professor of accounting at Lehigh 
University, Bethlehem, Pennsylvania. 


The collapsible corporation. The tax affecting the so-called 
collapsible corporation is relatively new. Not only are these pro- 
visions necessary, but they are the most baffling and complex in the 
Code. They have been complex since their enactment and perversely, 
it seems, Congress increased the complexity when it added subsection 
(e) to 341. The controlling sections of the law, of course, grow out 
of the desire of individual taxpayers to convert ordinary income into 
capital gain income. The most common device was that used by 
motion-picture producers. They formed,a separate corporation for 
each picture, and when it was completed; and before it earned any 
income, the corporation was liquidated, followed by a distribution of 
the assets to the shareholders. There was no corporation income tax 
because there was no income—the shareholders had a capital gain. The 
collapsible corporation has been used with bonded whisky as the asset 
and with housing projects as assets. Congress, however, showed its 
contempt for the device by enacting the elaborate and complex pro- 
visions now applicable. 


The article at page 895 grows out of a paper prepared for a 
seminar in corporate reorganizations and distributions at Harvard 
Law School. James R. Modrall was formerly an instructor in the 
International Program in Taxation. A member of the Wisconsin bar, 
he presently is associated with the law firm of Fairchild, Foley & 
Sammond in Milwaukee. 


In This Issue 855: 





Stock redemption agreements. In this area of estate planning, 
certain relatively new decisions cannot be overlooked: Prunier and 
Sanders. While these have been reported and commented upon, the 
article appearing at page 915 analyzes their importance in this area 
and relates them to a group of other decisions with which an estate 
planner should have more than a passing acquaintance, such as Holsey 
and Pelton Steel. This article concerns the agreement for the purchase 
of stock on the death of a stockholder of a closed corporation. Such 
a transaction raises a host of problems as different as the sizes of the 
feet of the Supreme Court Justices, but yet related because they 
are feet. 


The article is authored by Joel Irving Friedman and Henry L. 
Wheeler, Jr. Mr. Friedman is an attorney in New York City and a 
partner in the firm of Nathan, Mannheimer, Asche, Winer & Friedman. 
Also an attorney, Mr. Wheeler is counsel to The Estate Planning 
Corporation. Both authors have lectured frequently on problems 
relating to wills, estates and trusts. Mr. Friedman lectured on this 





“| had my economist verify that the Treasury runs on a cash basis, so 
this year we'll all overpay our estimates and cause Congress to reduce 
the rates. Then next year we can sell out when the rates are cheap."’ 
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same subject recently at the Fourth Annual Insurance Forum of the 
Brooklyn Law School. 


Corporate evolution. Corporate evolution does not coincide with 
human evolution. In corporate evolution, for instance, through the 
process of liquidations and mergers, a child might be the parent and 
grandchildren might become brothers and sisters. This is the sort of 


thing that doctors will tell you, medically speaking, is impossible— 
but a tax man can show you, graphically speaking, that it is possible. 


Diagrams and graphs are not within the exclusive domain of the 
statistician and the weatherman. They can be used by the tax man 
advantageously as a genealogical tree, to name only one use, as one of 
this month’s articles demonstrates. 


The author of this article is John E. Hamilton, who is with A. M. 
Pullen & Company, Certified Public Accountants, Richmond, Virginia. 
He discusses an actual excursion and investigation into corporate 
ancestry as preliminary work to a corporate reorganization. His article 
begins at page 926. 


The unitary business. The proposed Uniform Division of Income 
for Tax Purposes Act, which was discussed in this magazine in August, 
1957 (page 631), does not cover the activity of financial organizations. 
These organizations, which are unitary in character, have special 
problems because of their special characteristics. These special char- 
acteristics must be considered in the application of an apportionment 
formula. An article discussing this subject begins at page 940 in our 
“State Tax News” department. It is written by John A. Wilkie, an 
economist in Madison, Wisconsin, working as a research associate on 
a Wisconsin tax impact study for the state. He offers the suggestion 
that in the absence of the adoption of uniform legislation by the 
states, Congress might have the authority under the Commerce Clause 
of the Constitution to require the states to observe certain of the safe- 
guards discussed. 

As to the uniform act: A proposed uniform state act to provide 
for the allocation and apportionment by a taxpayer to one of the 
several states for tax purposes of that share of the net income from 
his business directly attributable to that state has been adopted by 
two states. 


It was several years in preparation and the final draft was pre- 
pared by a committee of the National Conference of Commissioners 
on Uniform State Laws and the House of Delegates of the American 
Bar Association. George Powell, a Seattle attorney, is chairman of 
that committee. The proposed law was submitted in 1957 to the 
various states, with the recommendation that it be enacted by the 
individual legislatures. To date, Alaska and South Carolina have 
adopted the provisions of the Uniform Division of Income for Tax 
Purposes Act. 


In This Issue 857 
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ORE MAIL HAS STREAMED into our office in re- 
sponse to an article by Jacob Goldberg, entitled “Four 
Myths of Life Insurance,’ published in our August issue, 
than has been produced by any other article in recent years. 
The fact that so many connected with the life insurance indus- 
try rushed to the rebuttal is a tribute to their enthusiasm for 
their product. However, what many did not see was that 
Mr. Goldberg was not attacking the life insurance industry, 
as such, but only analyzing the “myths,” as he saw them, from 
an accounting viewpoint. Printed here are two responses that 
were received. The first is from Allen Short, special agent in 
Jamestown, New York, for the Northwestern Mutual Life 
Insurance Company of Milwaukee. The second appears at 
page 946. Mr. Short’s letter, which was directed to Mr. Gold- 
berg, follows: 


“Tt have read your article entitled “Four Myths of Life 
Insurance” and must confess that it is very enlightening and 
factual from an accounting viewpoint. Everything you say is 
true in the way that you have made your analysis. I would 
like to comment on each ‘Myth’, but first let me point out 
that it is only to give you my honest opinions from a very 
thorough study of the life insurance business, both as a student 
and a salesman. Before I go any further please understand 
that I fully realize you are not tearing apart the insurance 
industry or what it stands for. 


“First of all, you are very right in your analysis of life 
insurance as a form of compulsory savings, but I honestly 
think that the psychological pressure exerted by a premium 
statement is much stronger than you point out in your article. 
We are talking about Mr. Joe Average and not the corporate 
owner, or doctor or lawyer of sizable means. It is true that 
they are saving their own money and that they would borrow 
their own money and pay interest for the privilege of borrow- 
ing their own money. In the same breath, these same people 
tell me that they would not have this money had the insurance 
not existed. Most of my clients have permanent insurance 
rather than term because of this reason. (And this includes 
corporate insurance as well). 
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“As to ‘Myth’ Number 2, net cost can only mean the net 
premiums less the guaranteed cash value after surrender 
charge, if any. An individual has to surrender the policy to 
have actual net cost, otherwise it is merely a paper transaction. 
It is no different than a person making $10,000 on the stock 
market in one day. If he does not sell to take advantage of his 
gains, it can be wiped the next day. As to your point that it 
is absurd to pretend that an individual could have purchased 
insurance for 20 years at a cost of less than zero. It is very 
possible to do this with a few companies when the policy is 
surrendered. Of course, if you want to bring in the various 
items such as the cost of use of money there would probably 
be room for argument. We have had, however, several cases 
where policies have been surrendered for cash values larger 
than the net premiums paid over the 20 years. It is not the 
intent to surrender, but when it has to take place net cost 
is important. 


“As to ‘Myth’ Number 3, I think I can agree with you 
entirely. The insurance industry considers mostly premiums 
when they advocate the purchase at an early age. Past history 
shows that net premiums are very low in the later years of a 
policy that was purchased on a child. The reason is quite 
obvious. One other point. If the insured (who purchased at 
an early age) lives to the ripe old age of retirement, the magic 
of compound interest and dividends will increase the benefits 
for retirement a great deal more for him than for the person 
who buys later in life. I often tell my older corporate pros- 
pects that it is cheaper when they are older because they only 
have a few years to live, and I work strictly on the mortality 
table and the pressure of their business. You probably have 
had the experience of knowing that your corporate clients do 
not have as long a life span because of the pressure of business. 
This is not high pressure selling but is doing a favor to my 
clients by reminding them of this. They know it and appreci- 
ate the fact that it is more important to have the insurance 
whatever the reason may be. 


“Your fourth ‘Myth’ is one of my favorite subjects. The 
good old bank loan plan and I will back you almost 100 per 
cent. However, there have been one or two instances where 
it has been sold for sound and ethical reasons through my 
office. I imagine that Chicago is as notorious as the other big 
cities in that there are a tremendous number of these policies 
sold on the low cost gimmick. Companies are finding tremen- 
dous numbers of lapses after three or four years. The client 


(Continued on page 946) 
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TAX-WISE NEWS 


Tue FIRST EXAMINATION, under new 
examining procedures, for special enrollment to practice before the 
Internal Revenue Service—A total of 2,188 embryonic tax men took 
the exam and 1,264 passed. Enrollment cards will be issued later in the 
year to those applicants who passed the written exam after they meet 
the required experience and character standards. 


New and simplified procedures to permit practice before the 
Service by persons who were not eligible for enrollment as lawyers, 
CPA’s or former IRS officers and employees were made necessary 
because of the increased number of returns that are being filed.— 
IRS News Release No. IR-304. 


Here ARE the details of a streamlined in- 
come tax form, 1040W. It is a two-page, intermediate form and fits 
between the long-form 1040 and the short-form 1040A. Persons who 
receive any amount of salary and wages subject to withholding, so 
long as income from dividends and interest does not exceed $200, 
can use it. 


This new form may not be used if the taxpayer has professional 
or business income reportable on Schedule C of Form 1040. Neither 
can it be used if the taxpayer has farming income which is reportable 
on Schedule F of Form 1040. Either the regular rate tables for larger 
incomes and itemized deductions or the tax table for incomes of 
$5,000 or less may be used with Form 1040W. 


OnE APPELLATE RIGHT of a taxpayer 
is an opportunity to settle his case in the Appellate Division of the 
Regional Commissioner’s Office even though he has petitioned the 
Tax Court and the case has been docketed. If a settlement cannot 
be reached, the docketed case will be set down for hearing. 


If an overassessment only is proposed, the taxpayer’s appellate 
rights do not extend beyond the Appellate Division of the Regional 
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Commissioner’s Office unless the case involves a claim for refund, 
disallowed in whole or in part—IRS Pub. No. 5 (Rev. 7-59). 


Repusticans will probably get a kick out 
of reading the Mayock decision (CCH Dec. 23,700, 32 TC —, No. 85). 
In 1948 Welburn Mayock was the counsel to the Democratic National 
Committee. He raised some money for the Presidential campaign of 
1948. Somehow, he couldn’t make the Commissioner see that some 
of these contributions which went through his hands were not his 
own funds. The Commissioner went so far as to charge fraud, but 
the taxpayer prevailed before the Tax Court. Involved in this deci- 
sion is the obtaining of a favorable ruling on a tax matter, and here 
is what the decision says: “Petitioner concluded that the Lasdon 
family [Mayock’s client] was entitled to a favorable ruling, but that 
the Bureau of Internal Revenue was reluctant to give such a ruling 
in an election year because of the substantial amount of taxes involved.” 


Here are some other fraud cases. One in- 
volves an attorney who had been convicted of criminal tax evasion 
prior to this decision. The Tax Court holds here that evidence of 
fraud is found in the taxpayer’s falsely telling the IRS that she had 
only one bank account. Also, her conviction of criminal tax evasion 
is evidence of fraud. (Madeline V. Smith, CCH Dec. 23,702, 32 TC —, 
No. 87.) 


But here is the other side of the coin (Anthony E. Spitaleri, CCH 
Dec. 23,703, 32 TC —, No. 88). The charge was omission of gross 
income. The Tax Court admonishes the Commissioner that while it 
may take a little more work on his part, greater investigation and 
more convincing evidence is needed to show fraud by an accrual 
method than he produced at this trial. The mere proof that items of 
cash were received by the taxpayer without evidence as to the year 
in which the receipts accrued is of no probatory value in ascertain- 
ing whether a taxpayer understated his income. 


Can paid life insurance premiums be con- 
sidered in the support test in a claimed dependent exemption? Ap- 
parently not, when the insured retains the right to change the 
beneficiary, surrender the policies for cash or borrow the full loan 
value of the policies. 


The father claimed dependent exemptions for three minor children 
who were living with his former wife. He argued that the insurance 
premiums which were paid by him should be included as support for 
the three children to meet the over-50-per-cent test. It was determined, 
however, that the paid premiums were not an expense paid in support 
of the children, even though they might ultimately receive the pro- 
ceeds. A part of the premiums was building up a valuable asset of 
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the insured who retained all rights under the policy for himself during 
the taxable year.—John F. Miller, CCH Dec. 23,711(M), 18 TCM 673. 


For THE FIRST TIME, the Tax Court has 
held that the income of a corporation which acts as a sales, service 
and merchandising representative for a manufacturer is personal 
holding company income from a personal service contract. 


The taxpayer was a newly organized metal products corporation. 
Two men each owned 50 per cent of the outstanding 100 shares of 
common stock of the taxpayer. An agreement entered into by the 
taxpayer and an aluminum awning corporation provided that the 
taxpayer was to act as its service and sales manager and representa- 
tive. Services rendered by the taxpayer were to be personally supervised 
by the two stockholders. 


During one taxable year the taxpayer’s gross income consisted 
of payments under the contract, and the gross income for the other 
taxable year was made up almost entirely from these contract payments. 


The Tax Court agreed with the Commissioner that the income 
received for the taxable years was personal holding company income 
within the meaning of Section 543(a)(5) of the 1954 Code, and that 
the taxpayer was a personal holding company. 


Taxpayer's argument that this section covers personal service 
contracts which involve not more than one individual didn’t carry 
much weight, because Section 1 of Title 1 of the United States Code, 
which is referred to by Section 7701(d)(1) of the 1954 Code, provides 
that words of singular import apply to more than one person, party 
or thing.—Able Metal Products, Inc., CCH Dec. 23,742, 32 TC —, 
No. 107. 


\ ALUE received for room and board fur- 
nished by an employer can be excluded from income as “living 
quarters or meals . . . furnished to employees for the convenience 


” 


of the employer Living at the site of a tunnel project in 
Alaska can be pretty inconvenient but still have some tax advantages, 
so the Tax Court found. 


The taxpayers were both employed at this project which was 
located some 40 miles from Anchorage. Due to the inaccessibility of 
the project and the weather conditions, a camp was established at the 
site in order to furnish room and board for all employees. Both tax- 
payers lived at the camp, although they were not compelled to do so. 
Room and board was furnished both taxpayers. 

To arrive at their adjusted gross income, taxpayers subtracted 


room-and-board credits and claimed adjustment for the amount sub- 
tracted. The Commissioner disallowed this adjustment. 


The Tax Court observed that before the enactment of Section 119 
of the 1954 Code there was no provision in prior revenue acts respect- 
ing room and board furnished to employees for the convenience of an 
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employer. Whether room and board was furnished as such was a 
question of fact. Under the facts in this case, the Tax Court felt that 
the lodging and meals were furnished by the employer “for the con- 
venience of the employer,” and the value received was not compensa- 
tion to the taxpayers and, therefore, excludable from their gross 
income.—George I. Stone, CCH Dec. 23,708, 32 TC —, No. 93. 


LittLe FOOLER, Tangle Town, Keno and 
other puzzle contests can give rise to tax puzzles. Unfortunately, the 
loss involved in the arising tax puzzle may be substantially greater 
than the mere loss of the contest itself. 


A taxpayer won a cash prize of $102,550 in a puzzle contest. He 
reported it in the return of a partnership, of which he was one of two 
members, instead of reporting it in his individual income tax return. 
The Commissioner felt that this windfall should have been included 
in his individual tax return and assessed a deficiency of $35,089.12, 
plus $45.46 addition to tax. 


There are a couple of pieces missing from this puzzle. The tax- 
payer and another person had executed a certificate of partnership. 
An addendum to the “business purchase agreement” provided, in part, 
that “It is hereby agreed that any and all income coming to either 
partner, whether in the form of money or any other form of property, 
real or personal, whether from the partnership business or otherwise, 
no matter what the source, with the exception of . . . and the 
exception of property coming by gift or inheritance or any law pertain- 
ing to decedents’ estates, shall be shared by the other partner to the 
extent of fifty per cent, this being deemed in furtherance of our mutual 
interests and for the best interests of our business.” 


The net taxable income as shown in the partnership return for 
the taxable year was $95,094.70. One half was reported by the tax- 
payer in the joint individual return for the taxable year filed by him 
and his wife, as net earnings from the partnership. The tax thereon 
was paid. 


There was no definite statement in the examining agent’s report 
as to why the prize money should be excluded from the partnership 
return. The petition to the Tax Court has been filed; you solve this 
one.—Milton G. Winston, Dkt. No. 81562. 


SuNTANNED AND FROSTBITTEN fed- 
eral civilian employees have a tax break. Federal civilian employees 
stationed in Alaska continue to have their cost-of-living allowances 
exempt from federal income tax if they otherwise qualify as cost-of- 
living allowances under Section 912(1) of the 1954 Code. 


Civilian officers or employees of the United States Government 
stationed in Hawaii also continue to have their cost-of-living allow- 
ances exempt from federal income tax after Hawaii became a state.— 
Rev. Rul. 59-279 and Rev. Rul. 59-280. 
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Tax Problems in Operating 
Foreign Mineral Holdings 


By VICTOR C. WHITE 


The goal in operating abroad is to minimize the political hazards 

to assets while maximizing the after-tax income. This 

article studies the various means available for foreign operations 

and discusses their utilization to minimize risk and maximize profit. 


N THESE TIMES of depressed sales volume it becomes increas- 
ingly important to hold operating and overhead costs to a mini- 
mum in all phases of business operations at home and abroad. Managers 
everywhere are reappraising past decisions and present policies with 
a view to maximizing the ultimate net profits reported to their board 
of directors and stockholders. Since income tax costs are one of the 
largest single items of overhead costs it may be well to take a fresh 
look at old income tax determinations with a prayer for inspiration. 
Why pick on taxes? As a rule, a savings in income tax costs is 
economically about twice as beneficial as any other savings in costs. 
Further, the costs of acquiring tax savings are usually nominal com- 
pared with the more fundamental type of business change. 

Three of the more important United States income tax aspects of 
operating foreign mineral holdings are: (1) business organization, 
(2) percentage depletion and (3) foreign tax credit. 

Because of the importance of these subjects they will be used as 
pro forma headings and comments will be limited to observations 
directly applicable to them. 


I do not consider exploration and development expenses sepa- 
rately here, but such expenses should be considered in the over-all tax 
planning. These items are extremely important in the computation 
of percentage depletion because they limit net income from the pro- 
ducing property and, in turn, the percentage depletion allowable as 
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a deduction is limited to 50 per cent 
of the net income from the producing 
property. However, we must pre- 
sume the existence of these expendi- 
tures according to good business 
demands before we are able to con- 
sider the problems beyond this stage. 


In passing, it is observed by the 
writer that experts in some quarters 
cite Helvering v. Wilshire Oil Com- 
pany, Inc., 39-2 ustc J 9743, 308 U. S. 
90, as authority for the proposition 
that if a taxpayer elects to deduct 
development expenses as incurred, the 
taxpayer must also deduct the same 
amount of development expenses in 
computing the percentage depletion 
limitation of “50% of taxable income 
from the property.” 


It is respectfully submitted that the 
case holds only that the Commis- 
sioner of Internal Revenue has au- 
tority to make reasonable regulations 
by virtue of the legislative authority 
conferred upon him in the section of 
the Code involved and that this au- 
thority was not a_ constitutional 
matter of improper delegation of legis- 
lative authority. But, nowhere in the 
decision was the reasonableness of 
the regulations questioned. 


The ability of the Commissioner 
to change regulations was seemingly 
justified on the theory that the formula 


for computing “net income—from the 
property” was susceptible of various 
meanings, that taxpayers, govern- 
ment and accountants had expressed 
a contrariety of opinions and “border- 
line cases” should be made “precise” 
by the Commissioner’s regulations. 
However, nowhere does the opinion 
state that a “borderline case” should 
be turned into an utter absurdity. No 
one, in good conscience, would argue 
against the proposition that “net in- 
come” is determined by deducting 
from gross income the cost of produc- 
ing that gross income. Surely, the 


Foreign Mineral Holdings 


An attorney and a CPA, Mr. White 
is assistant treasurer, Rexall Drug 
and Chemical Company, Los Angeles. 


cost of development expenses in- 
curred to make possible the produc- 
tion of mineral over a period of years 
should not be charged-off in any 
single year to determine net income 
for that year. An immediate charge- 
off would result in the understatement 
of income in the year of charge-off 
and overstatement of income in all 
other years benefiting from the de- 
velopment expense. 


The learned advocates of absolute 
rules usually find their motivation in 
expediency. While the position is not 
without merit, the courts have been 
more often persuaded by reason. 


[t should be noted that if the more 
orthodox method of amortizing de- 
velopment expenses is not followed, 
the opportunity for substantial tax 
avoidance is available by merely in- 
curring development expenses for a 
particular property in a low income 
year. Assuming little or no percent- 
age depletion deduction could be had 
in the low income year because of 
the 50-per-cent-of-net-income-from- 
the-property limitation, nothing is 
lost in the low income year and, at 
the same time, by deducting the de- 
velopment expense in the year in- 
curred, the taxpayer minimizes the 
possibility of the development ex- 
pense causing the limitation to apply 
in subsequent years. Where the hold- 
ings (mineral properties) are many, 
low income years are easily arranged 
for a particular property. In the case 
of opening new deposits, the same 
end may be accomplished by schedul- 
ing the new opening toward the end 
of the year. 


See Rocky Mountain Oil Company, 
CCH Dec, 9724, 36 BTA 365; Wilshire 
Oil Company, Inc., CCH Dec. 9573, 35 
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Our security depends, as we well know, 
not only upon our military strength, 

but also upon our fiscal integrity as 
well. Indeed, a healthy economy, 
enjoying real economic growth, is 
essential for the military and 

industrial capacity required to 

maintain our barriers against 
Communist aggression and to give the 
necessary confidence to our friends 

in other parts of the world 

that we have that capacity. 

—Senator Leverett Saltonstall. 


BTA 450; Mountain Producers Corpo- 
ration, CCH Dec. 9312, 34 BTA 409; 
Ambassador Petroleum Company, 36-1 
ustc J 9110, 81 F. 2d 474, for judicial 
authority supporting the orthodox ac- 
counting principle of amortizing de- 
velopment costs against the income 
which it produces in the computation 
of percentage depletion. 


Due to the overlapping or interplay 
of principles in their application un- 
der the three topics selected, perhaps 
it would be an aid to quick compre- 
hension if we observed a number of 
specific examples. 


Let us assume, for purposes of il- 
lustration, a foreign mineral deposit, 
owned and operated by United States 
interests. 


Operating data are as follows: 


(1) Cost: 50 cents per unit of raw 
production, 50 cents per unit to process. 


(2) Sales price: (a) World market: 
$1 per unit of crude mineral; (b) tax 
agreement with foreign government: 
cost plus 10 per cent; (c) sales price 
of processed unit to consumer: $2. 


(3) A foreign income tax rate of 
50 per cent. 


(4) No processing shrinkage. 


For purposes of simplicity we -will 
use a “cut-off” point for computation 
of percentage depletion at the point 
of foreign severance. The percentage 
depletion rate used will be the oil rate 
of 27'% per cent. 


The crude mineral is shipped to the 
United States for processing before 
sale to the consumer. 


Viewing Example I from the stand- 
point of the three points suggested 
above, we may observe: 


(1) Business organization.—This is 
the most simple form of doing busi- 
ness known to man. But, it does not 
lend itself to large undertakings be- 
cause of capital limitations of a single 
individual. It does not permit the 
accumulation of capital for expansion 
as quickly as the corporate form of 
doing business, primarily because the 
individual must pay higher income 
taxes than a corporation in the profit 
area which we are considering. Busi- 
ness risks are greater to an individual 
than to a corporation since the corpo- 
rate risks are limited to the corporate 
capital while an individual may be 


Example |: U. S. Resident Citizen Operating a Foreign Mineral 
Deposit as an Individual 


Foreign Operations 


1,000,000 units of production at a cost of $.50 per unit 
Agreed profit margin for foreign tax purposes (10% of costs) 


Foreign tax gross income .... 


Foreign income tax @ 50% of 10% .. 
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Example |—continued 


U. S. Operations 

Sales of processed unit to consumer @ $2 per unit to U. S 

Less: Costs of sales: 
Mineral 1,000,000 units @ $.50 PR on $500,000 
Processing 1,000,000 units @ $.50.... ivtonk: 500,000 


Gross profit on sales . , 
Less: General administrative and selling expenses (10% of sales) 


Net profit before taxes 


Less: U. S. income taxes: 
Income per statement $800,000 


Less: Percentage depletion (2714% of $1,000,000, 
limited to 50% of $450,000 net income from 
the property ($1,000,000 — $550,000) ) 225,000 


$575,000 
Less: Four exemptions and 10% for other deductions 59,900 


Taxable income . $515,100 


Joint return tax liability $418,380 
Less: Foreign tax credit (Code Sec- 
tion 901) : 
Taxable income from foreign 
sources (Code Section 863) 
1,000,000 units @ $.50 profit 
Less: Deductions attributable 
to foreign income: 
Percentage depletion 


Taxable income from foreign 
sources 


Total taxable income (Code Section 
904(b)): 
($515,100 + " 400 in exemp- 


tions) 
Foreign income taxes paid 


Credit limitation (Code Section 904) : 
275,000 


517,500 
limitation ..... $ 25,000 


X $418,380 or $222,327 


Net income after taxes 
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$2,000,000 


1,000,000 


1,000,000 
200,000 


$ 800,000 


393,380 





. all hopes for tax relief in 
the foreseeable future are gone unless 
this Congress is prepared to remove 
the blinders, wipe out hypocrisy 
and face the fiscal facts of life. 
As | have said repeatedly, 
there is only one avenue of relief 
open—a national lottery. If we are 
sincere in our interest in solving 
this growing fiscal problem and 
in extending a measure of tax relief 
to our taxpayers, then we must have 
the courage to tap a new source 
of revenue which a national lottery 
can produce, voluntarily and 
painlessly. This would be the best 
and only substitute for taxation.— 
Representative Paul A. Fino. 


held liable for business risks to the 
full extent of his personal fortune. 
Then, too, there are the limitations of 
a single individual’s abilities. A man 
may be expert in extraction, process- 
ing, marketing or other phases of 
business, but seldom is he expert in 
all phases. 


These statements are fundamental 
and well known; therefore, it would 
serve only a small purpose to labor 
them. However, it can be seen from 
the above that the type of business 
organization does have a tax effect, 
if nothing more than the difference 
between individual and corporate tax 
rates. 


(2) Percentage depletion.—It is 
clear from Section 613 of the Internal 
Revenue Code that percentage deple- 
tion is available as a deduction for 
United States income tax purposes on 
foreign mineral deposits except for 
those minerals specifically excluded 
at Section 613(b)(2)(B). 


The gross income from the prop- 
erty to which the rate of 27% per cent 
has been applied in the above ex- 
ample is the world price of $1 per 
unit times the units of production. 
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Since there were no actual sales of the 
mineral by the producer the area price 
(world market price) was used. This 
cut-off point is arbitrary and is used 
only for purposes of simplicity. (See 
White and Brainerd, “Percentage De- 
pletion of Minerals—A Costly Study 
in Definitions,” 34 Taxes 97 (Febru- 
ary, 1956), which discusses “cut-off” 
points and “roll backs” in detail.) 


This type of business organization 
does not limit the availability of the 
deduction for percentage depletion, 
since it is available to taxpayers gen- 
erally without regard to legal status. 


(3) Foreign tax credit.—Section 
901 of the Internal Revenue Code 
provides the authority for the foreign 
tax credit in this instance, as limited 
by Section 904(a) and (b). Section 
903, which provides for a foreign tax 
credit for taxes in lieu of foreign in- 
come taxes often comes into opera- 
tion in these situations because of 
special taxes levied on mineral sever- 
ance in foreign jurisdictions. How- 
ever, Section 903 is strictly construed 
by the Internal Revenue Service, and 
what may often be thought to be 
“taxes in lieu of income taxes” may 
be termed “sales taxes” or “franchise 
taxes”’ by the Service. 

The _limitation-of-credit section 
(904(a)), presents a problem that re- 
quires a more detailed analysis. Specifi- 
cally, the section provides: 


“(a) Limiration.—The amount of 
the credit in respect of the tax paid 
or accrued to any country shall not 
exceed the same proportion of the tax 
against which such credit is taken 
which the taxpayer’s taxable income 
from sources within such country 
(but not in excess of the taxpayer’s 
entire taxable income) bears to his 
entire taxable income for the same 
taxable year.” 


The problem arises as to what is 
the amount of “the taxpayer’s taxable 
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In many States, the State 
[gasoline] tax is 7 cents 

a gallon, and the Federal tax is 
3 cents a gallon; and | am told 
that the refinery cost 

of gasoline is approximately 
10 cents a gallon. So, in that 
event, the total tax on gasoline 
is approximately 100 percent of 
its cost at the refinery.— 
Senator Albert Gore. 


income from sources within such 
country.” Since there was no sale of 
property in the foreign jurisdiction, 
no income could arise from foreign 
sources. But, Section 863(b) specifi- 
cally provides that income from the 
sale of personal property produced in 
whole or part by the taxpayer with- 
out the United States and sold within 
the United States, shall be treated as 
derived partly from sources within 
and partly from sources without the 
United States. 


Section 863(a) provides that the in- 
come arising in this situation shall be 
apportioned by regulations prescribed 
by the Secretary or his delegate. The 
regulations have been drawn and pre- 
scribe three methods of apportion- 
ment: 


(1) Independent factory or produc- 
tion price. 


(2) Apportionment formula. 


(3) Any method of separate ac- 
counting approved by the Internal 
Revenue Service. 

In the example above the independ- 
ent production price has been used. 
An independent production price is 
merely a price established on the 
open market by the taxpayer and an 
unrelated person by sale of the prod- 
uct in question or by purchase and 
sale(s) by persons other than the 
taxpayer. Thus, taxable income is 
computed by taking the independent 
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production price less related expenses 
of production and the deduction for 
percentage depletion (see computa- 
tion above). 


Operation of Deposits 
by United States Residents Other 
Than Individual Proprietorships 


Much has been written, said and 
litigated about joint operations. The 
greatest problems seem to arise when 
individuals set out to form a partner- 
ship and ultimately find themselves 
classified as “associations” for income 
tax purposes and taxed as corpora- 
tions, or classified as “tenants in com- 
mon” of an undivided interest in 
mineral land and taxed as individuals. 


The new Code provisions of Sub- 
chapters R and S allowing certain 
small businesses to elect to be taxed 
either as a corporation or as individ- 
uals, may indicate the way to avoid 
some of the uncertainties of judicial 
classification for those who qualify 
under those provisions. 


It is not our purpose here to ex- 
plore the question of when is a joint 
operation taxed as several individ- 
uals, a partnership or a corporation, 
but rather to point to some of the 
results of such classifications. Essen- 
tially, there are only two real tax 
classifications in this grouping, that 
is, individual and corporate, since a 
partnership is not taxed as _ such. 
However, each partner has an in- 
dividual and personal tax liability for 
his proportionate share of the part- 
nership earnings, whether distributed 
or not. Thus, a partner is treated 
substantially the same as an individ- 
ual for the purposes of this commentary. 


The situation where one had thought 
himself to be a creditor but was ulti- 
mately classified as an owner with 
“payments” on the debt being classi- 
fied as income is not specifically treated 
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here except to the extent that the apply to the “creditor-owner” classi- 
general principles applicable to in- fication. The question of what con- 
dividual and corporate owners also stitutes ownership is discussed below. 





Example II(a): U. $. Domestic Corporation Operating a Foreign Mineral 
Deposit as a Branch Operation 


(Using the facts indicated in Example I) 





1,000,000 units of production at a cost of $.50 per unit $ 500,000 
Agreed margin for foreign tax purposes (10% of costs) 50,000 
Foreign tax gross income ... $ 550,000 
Foreign tax @ 50% of 10% Pa $ 25,000 
Sales of processed unit to consumer @ $2 per unit in U. S. $2,000,000 
Less : Costs of sales: 

Mineral 1,000,000 units @ $.50 $500,000 

Processing 1,000,000 units @ $.50 500,000 1,000,000 
Gross profit on sales $1,000,000 
Less: General administrative and selling expenses (10% of sales)... 200,000 
Net profit before taxes $ 800,000 


Less: U.S. income taxes: 
Income per statement $800,000 
Less: Percentage depletion (27%% of $1,000,000 
limited to 50% of $500,000 net income from the 


property) 250,000 
Taxable income $550,000 
Tax at 52% (less: $5,500) $280,500 


Less: Foreign tax credit: 
Taxable income from foreign sources 





(1,000,000 units @ $.50 profit)... $500,000 
Less: Deductions attributable, to foreign 

income: 
Percentage depletion 250,000 
Taxable income from foreign sources $250,000 
Total taxable income $550,000 
Foreign income taxes paid 25,000 


Credit limitation: 


250,000 

x $280,500 

550,000 

or $127,487 limitation 25,000 255,500 





Net income after taxes aw & 544500 





870 October, 1959 © TAXES —The Tax Magazine 











Example Il(b): U. S$. Domestic Corporation Operating a Foreign Mineral 


Deposit Through a Foreign Subsidiary 





(To the facts already stated let us assume that an actual sale occurs 
between the foreign subsidiary and the United States parent at the place of 
extraction in the foreign jurisdiction at a price of cost plus 10 per cent, 
the tax agreement price with the foreign government. Further, let us 
assume that the country where the mineral deposit is located has a tax 
treaty with the United States and the dividends flowing from the foreign 
subsidiary to the parent are taxed at the rate of 5 per cent thereunder.) 


Foreign Subsidiary Operations: 














1,000,000 units of production at a cost of $.50 per unit $ 500,000 
Agreed margin for foreign tax purposes (10% of costs) 50,000 
Foreign tax gross income $ 550,000 
Foreign income tax @ 50% of 10% 25,000 
Net income after taxes 25,000 
Dividend to U. S. parent after 5% dividend tax of $1,250 23,750 
U. S. Parent Company O perations: 
Sales of processed unit to consumer @ $2 per unit in U. S. $2,000,000 
Less : Costs of sales: 
Mineral from foreign subsidiary, 1,000,000 units $550,000 
Processing 1,000,000 units @ $.50 per unit 500,000 1,050,000 
Gross profit on sales 950,000 
Less: General administrative and selling expenses 200,000 
750,000 
Plus: Dividend from subsidiary (gross) 25,000 
Net profit before taxes (taxable income) 775,000 
Less: U. S. income taxes: 
Tax at 52% (less $5,500) $397 ,500 
Less: Foreign tax credit (Code Section 902) : 
Taxable income from foreign sources 
subsidiary dividend $ 25,000 
Foreign taxes paid: 
Income tax $ 25,000 
Dividend tax 1,250 
$26,250 
Total taxable income $775,000 
Limitation of credit (Code Section 904) : 
$ 25,000 
—— X $397,500 $ 12,823 $ 384,677 
$775,000 
Net income after taxes $ 390,323 
Foreign Mineral Holdings 871 





Example Ii(a) Discussed 


(1) Business organization.—It can 
be readily seen by comparing Examples 
I and II(a) that the two types of 
organizations do not stand on the 
same economic footing and, therefore, 
are not capable of equal economic 
comparison. If the net profits of the 
corporation were distributed to the 
stockholders and were taxed in the 
hands of the individual stockholders, 
the net result would be a double taxa- 
tion of the same profits and a sub- 
stantial shrinkage in the net return on 
the over-all operation. However, such 
computation would render the ex- 
amples comparable from an economic 
standpoint. But, it may be said, with 
little fear of argument, that no one 
incorporates a business solely for the 
purpose of paying additional taxes. 
The extra tribute is usually con- 
sidered a necessary price to be paid 
for some greater business advantage. 
Some of the advantages are stated un- 
der the “Business organization” cap- 
tion in Example I. There are many 
good standard treatises that will point 
up numerous others. 


(2) Percentage depletion. — The 
comments under Example I, this cap- 
tion, regarding percentage depletion, 
apply equally to this situation. 


(3) Foreign tax credit—The com- 
ments under Example I, regarding 
the foreign tax credit, also apply here 
except for the application of Section 
904(b) in regard to the add-back of 
personal exemptions to taxable in- 
come which is not applicable to cor- 
porations. 


Example II(b) Discussed 

(1) Business organization.—It may 
be observed that there is a decrease 
in the net return on the over-all opera- 
tion of $154,161 under Example II(b) 
when compared with Example II(a). 


872 


Certainly an automobile can no 
longer be reasonably classed as a 
luxury. Automobiles and automotive 
transportation are today a 
necessity. This is admitted by 
everyone with the possible 
exception of tax architects in the 
Treasury Department. 

—Senator Pat McNamara. 


The decrease cannot be attributed en- 
entirely to the business organization, 
but the cause lies there and with the 
methods of operation. To point up 
the specific reasons for the difference, 
consider the following reconciliation 
of the results of the two examples : 


Example II(a) net income. . $544,500 
Example II(b) net income 390,323 
Net decrease .......... $154,177 


Computation: 
(a) Loss of percentage deple- 
tion deduction $250,000 
@ 52% 
(b) Additional deduction in costs 
of $50,000 markup on sale 
recovered @ 52% 


(c) Reciprocal of additional de- 
duction of $50,000 remain- 
ing in costs after (b), 
48% x $50,000...... 


(d) Additional income of $25,000 


$130,000 


(26,000) 


24,000 


on which U. S. tax lia- 

bility of 52% was in- 

curred 13,000 
but of which 48% remained 

in income (12,000) 


(e) Excess of U. S. tax liability 


over foreign tax credit 
allowed 
U. S. tax 
liability $13,000 


Foreign tax 


credit allowed 12,823* 177 





(f) Additional income of $25,000 
received as a dividend. 


25,000 
$154,177 


* It should be noted here that the foreign tax 
credit is computed in accordance with the Com- 
missioner’s regulations and Form 1118, neither 
of which are in agreement with the Internal 
Revenue Code as to the Section 904 credit limita- 
tion provisions. 
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It is generally agreed among the 
authorities in the field that the intent 
and purpose of the foreign tax credit 
provisions is to eliminate double tax- 
ation of certain income. Further, 
that the limitation on the foreign tax 
credit is to prevent a credit from being 
taken that is in excess of the United 
States income tax liability. 


Section 904 appears to be consistent 
with the stated intent and purpose of 
the foreign tax credit provisions. But, 
other sections of the Code are causing 
complications. Section 904 is pres- 
ently being interpreted in a manner 
inconsistent with the stated intent 
and purpose of the foreign tax credit 
provisions, that is, the above example 
and reconciliation show a $25,000 divi- 
dend being taxed at 52 per cent, or 
$13,000, when received in the United 
States by the taxpayer. The appli- 
cable credit allowed, although the for- 
eign effective tax rate is above 52 per 
cent, is only $12,823, leaving $177 of 
United States tax liability that must 
be paid on the $25,000 dividend. Thus, 
the effective rate of credit allowed is 
51.30 per cent. This means that, in- 
stead of preventing double taxation, 
there is levied an additional .70 per 
cent tax on income that has been pre- 
viously taxed at a rate in excess of 
52 per cent. 


Why is this so? Because the Com- 
missioner has chosen to interpret Sec- 
tion 904 to mean that the foreign tax 
credit is to be offset against the entire 
United States tax liability rather than 
against the additional United States 
liability arising from the foreign in- 
come; that is, the foreign tax credit 
is limited to the taxpayer’s over-all 
effective tax rate rather than the effec- 
tive tax rate at which the foreign 
income is taxed in the United States. 
If a taxpayer should have substantial 
capital gains in a year in which he 
receives foreign income, the effect 
will be to increase the United States 
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income tax on the foreign income in 
direct relationship to the decrease in 
the effective United States tax rate 
resulting from lower United States 
tax rates on capital gains. 


It has been argued that the method 
of computing the foreign tax credit 
now being used is an averaging method 
by which the effective United States 
tax rate serves to limit the rate at 
which foreign income is taxed to the 
same effective rate at which the United 
States income is taxed. If the author- 
itative proponents of this argument 
were accomplishing their alleged end 
in practice, there would be little room 
for discussion here. However, the 
practical problem remains; that is, 
foreign income is often subjected to 
double taxation notwithstanding seem- 
ingly good intentions to the contrary. 


The new 1958 foreign tax credit 
carry-back, carry-over provisions (Sec- 
tion 904(c)) are worthy of brief men- 
tion here, if only to say that no relief 
is available, under these provisions, 
to a taxpayer whose foreign income is 
consistently taxed at an effective rate 
in excess of the United States tax rate. 


The reconciliation indicates that 
there are two prime reasons for the 
decreased return: first, the loss of the 
percentage depletion deduction and, 
second, the loss of a portion of the 
foreign taxes paid as a foreign tax 
credit. The remainder of the items 
are in the nature of “entity mechan- 
ics.” The items in question are dis- 
cussed under their respective headings 
below. 


(2) Percentage depletion.—The de- 
duction for percentage depletion is 
lost to the entity as a whole because 
there is no specific provision in the 
Internal Revenue Code which allows 
the deduction to a foreign corporation 
that extracts and sells minerals en- 
tirely abroad. This is ironclad logic 
since the foreign corporation which 
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Example Il(c): U. S$. Domestic Parent Corporation with a Foreign Operating 
Subsidiary and U. §. Domestic Sales Subsidiary That Qualifies 
as a Western Hemisphere Trade Corporation 
Under Code Section 921 

(In addition to the operating facts stated above, assume that the foreign 
subsidiary severs the mineral and sells it to the Western Hemisphere sub- 
sidiary at cost plus 10 per cent in the foreign jurisdiction; then the 
Western Hemisphere subsidiary in turn sells it to the United States parent 
company at the world market price of $1 per unit in the foreign juris- 
diction. The parent company then processes the mineral in the United 
States and sells it to the United States consumer at $2 per unit. Further, 
assume that the country where the mineral deposit is located has a tax 
treaty with the United States and that the dividends flowing from the 
foreign subsidiary to the United States parent are taxed at the rate of 
5 per cent.) 


Foreign Subsidiary Operations: 








1,000,000 units of production at a cost of $.50 per unit $ 500,000 
Agreed margin for foreign tax purposes (10% of costs) 50,000 
Foreign tax gross income $ 550,000 
Foreign tax @ 50% of 10% 25,000 
Net income after taxes $ 25,000 
Dividend to U. S. parent after 5% dividend tax of $1,250 23,750 


Western Hemisphere Company Subsidiary Operations: 





Sales to parent: 1,000,000 units @ $1 $1,000,000 
Less: Cost of sales: 

1,000,000 units at purchase price 550,000 
Gross profit on sales. ... $ 450,000 
Less: General, administrative and selling expenses (estimated 

portion of parent company expenses attributed to these activities) 10,000 
Net profit before taxes.......... : . $ 440,000 
Less: U. S. income taxes 

Net income per statement . $440,000 

Less: Section 922 deduction for WHTC (14/52 X 

$440,000) sides * 118,800 
Taxable income mm ¢ $321,200 
Tax @ 52 % (less $5,500) 161,524 


Net income after taxes (paid to parent company as dividefhds) $ 278,476 
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Example II(c)—continued 


U. S. Parent Company Operations: 

















Sales (1,000,000 units @ $2) $2,000,000 
Less: Cost of sales: 
1,000,000 units purchased @ $1 $1,000,000 
1,000,000 units processed @ $.50 ~ 500,000 1,500,000 
Gross profit on sales $ 500,000 
Less: General, administrative and selling expenses (10% of sales 
less $10,000 charged to WHTC) 190,000 
$ 310,000 
Plus: Financial income: 
Dividend from foreign subsidiary $ 25,000 
Dividend from WHTC subsidiary 278,476 303,476 
Net ene before taxes $ 613,476 
Less: U. S. income taxes: 
leben per statement . $613,476 
Less: Dividends received deduction (Code Section 
243) (85% of $278,476) 236,705 
Taxable income $376,771 
Tax @ 52% (less $5,500) $190,421 
Less: Foreign tax credit: 
Taxable income from foreign sources $25,000 
Foreign taxes paid: 
Income tax $25,000 
Dividend tax 1,250 
$26,250 
Total taxable income $376,771 
Credit limitation: 
$25,000 
—_—— X $190,421 $ 12,635 $ 177,786 
$376,771 PETE ROOST EE REE 
Net income after taxes $ 435,690 
produces and sells minerals abroad is eign tax credit purposes. This situ- 


not subject to United States income 
taxes. (See Code Section 11(d)(4); 
William F. Buckley v. Commissioner, 
56-1 ustc § 9416, 231 F. 2d 204.) 


(3) Foreign tax credit.—It maybe 
readily seen that all of the foreign 
taxes paid are not available for for- 
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ation is due to the mechanics of the 
credit limitation formula when applied 
to facts of this situation. However, 
the economic loss is not as great as it 
may appear at first glance. (See 
explanation at footnote of reconcili- 
ation above.) 
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Example II{c) Discussed 

(1) Business organization. — By 
comparing the net income figure of 
Example II(c) with that of II(b), it 
will be seen that the injection of the 
Western Hemisphere Trade Corpora- 
tion has increased the net return on 
the over-all operation by $45,367, but 
when compared with Example II(a) 
(the United States domestic corpo- 
ration operating directly abroad) it is 
less favorable than the net results 
under Example II(a) by $108,810. 

It will be noted from the example 
that the WHTC purchased and sold 
mineral abroad. This is an important 
element in satisfying the qualification 
section of the Internal Revenue Code 
(Section 921), which provides that 95 
per cent or more of a qualifying com- 
pany’s gross income must be from 
without the United States but within 
the Western Hemisphere and 90 per 
cent or more of the company’s gross 
income must be derived from the 
active conduct of a trade or business. 

Few, if any, authorities would not 
agree that purchasing and selling con- 
stitutes a business. Since U. S. v. 
Balanovski, 56-2 ustc { 9832, 236 F. 
2d 298, certiorari denied, 352 U. S. 


968, the rule that the source of in- 
come is where title to the goods 
passes is a matter of judicial prece- 
dent leaving little room for argument. 
Therefore, the probabilities of our 
WHTC qualifying under Section 921 
are very great. 

It may be observed that the WHTC 
has paid no foreign taxes. This posi- 
tion is based on the theory of the 
application of the provisions of United 
States tax treaties with other coun- 
tries, generally, which provide that a 
company of a treaty nation shall not 
be taxed unless the company main- 
tains a “permanent establishment” 
through which business is actively 
transacted or a general agent in the 
taxing jurisdiction. We have assumed 
neither in our facts, nor would either 
condition be a requirement in actual 
operations. 


The desirability of the WHTC as 
a tax minimization device can be meas- 
ured in dollars and cents. Unfortu- 
nately, it is limited in its use to opera- 
tions within the Western Hemisphere. 

(2) Percentage depletion.—The de- 
duction for percentage depletion is 
lost in this situation for the same rea- 
sons given in the next prior example. 





Example II(d): U. S$. Domestic Corporation Operating a Foreign Mineral 
Deposit Through a Foreign Subsidiary That Qualifies as a 
So-Called “Captive Mine’’ Company 
(This example is very similar to Example II(b) except for the injec- 
tion of a formal contract between the United States parent and the foreign 
subsidiary to the effect that the foreign subsidiary will operate the deposit 


for the parent. 


The details of this contract will be discussed at greater 
length under the heading of “Business organization.” 


Essentially, the 


contract will provide that the parent company will advance the necessary 
working capital and funds for equipment, and in return shall have the 
right to 100 per cent of production. No sale of mineral occurs. Since the 
parent is operating abroad through an agent, it is liable for the taxes under 


the tax agreement. ) 


Foreign Subsidiary Operations: 


1,000,000 units of production at a cost of $.50 per unit (costs trans- 


a ee eer 
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$ 500,000 
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Example II(d)—continued 


U. S. Parent Company O perations: 


Sales: 1,000,000 units @ $2.. $2,000,000 
Less: Costs of sales: 
1,000,000 transferred @ $.50 $500,000 
1,000,000 processed @ $.50 500,000 1,000,000 
Coogan epaGst ain. embee, 53 atis. cidiad + tuk s da as oe $1,000,000 
Less: General, administrative and oolling € expenses (10% of sales). . 200,000 
Net profit before taxes $ 800,000 
Less: U. S. income taxes: 
Income per statement........... . $800,000 
Less: Percentage depletion: 
1,000,000 @ $1 (fair market value) = $1,000,000 
@ 274% =$275,000 limited to 50% of net in- 
come from the dead ($1.0 000,000— Rastins 000) 
or $500,000 X .50 250,000 
Taxable income ... $550,000 
Tax @ 52% (less $5,500)........... heh $280,500 
Less: Foreign tax credit. . . Us $ 25,000 $ 255,500 
Computation: 
Taxable income from foreign sources 1,000,000 units 
PPO pe ihr ERE $500,000 
Less: Deductions attributable to foreign income 250,000 
Taxable income from foreign sources $250,000 
Total taxable income. . $550,000 
Foreign income taxes paid $ 25,000 
Credit limitation: aes 
$250,000 
—— X $280,500 $127,487 
Net income after taxes 


$ 544,500 





(3) Foreign tax credit.—The loss 
of a portion of the foreign taxes paid 
as a credit in this example is more 
by $188 ($12,823 — 12,635) than the 
immediately prior example, but the 
loss occurs for substantially the same 
reasons given in that example dis- 
cussion. 


Foreign Mineral Holdings 


It is worthy of repeating here that 
the apportionment provisions of the 
Code (Sections 861-863) have no ap- 
plication to a foreign subsidiary not 
engaged in business in the United 
States and with no income from sources 
within the United States.. (Section 
882(b).) This is our. situation in the 





above example. Where a foreign cor- 
poration is not engaged in business in 
the United States but does have in- 
come from sources within the United 
States, Section 881 would apply. Sec- 
tion 881 provides for an income tax 
at the rate of 30 per cent of the gross 
income received from sources within 
the United States in lieu of taxes im- 
posed under the general sections. The 
rule of the Balanovski case, above, that 
the source of income is where title 
passes applies in determining the 
source of income from the purchase 
and sale of goods. Where Section 
881 applies, it may be modified by a 
tax treaty. 


Example II(d) Discussed 


(1) Business organization. — The 
operation of a foreign subsidiary as a 
“captive mine” corporation involves 
adherence to certain principles set 
out in Rev. Rul. 56-542, 1956-2 CB 
327. Essentially, this ruling provides 
that by virtue of rights acquired under 
a contract with the subsidiary, entitling 
the parent company to the ore pro- 
duced and obligating the parent com- 
pany to furnish the funds needed by 
the mining company to develop and 
operate the mineral deposit, the parent 
company is entitled to the deduction 
for percentage depletion. 

In effect, the parent company operates 
the mineral deposit as the principal 
through an agent. The support for 
this conclusion is manifested in the 
requirement that the mineral deposit 
be operated on behalf of the parent 
company which has “the ultimate 
power to manage” the operations and 
that the operations are carried on un- 
der the “control” of the parent. 


(2) Percentage depletion. — The 
right to take a deduction for percent- 
age depletion depends upon the pos- 


session, by the taxpayer, of an 


“economic interest” in a mineral de- 
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posit. Proposed Regulations Section 
1.611-1(b) defines an “economic in- 
terest” as: “every case in which the 
taxpayer has acquired by investment 
or otherwise a capital interest in 
mineral in place and secures, 
by any form of legal relationship, in- 
come derived from the severance or 
sale of the mineral to which 
he must look for a return of his capital.” 


Revenue Ruling 56-542 cites the 
prior regulations defining an “eco- 
nomic interest” which held to the same 
effect. In addition, it cites G. C. M. 
22730, 1941-1 CB 214, pointing out 
that it defined an “economic interest” 
to include “the right to share in the 
production, or the gross proceeds 
therefrom, and as not depending upon 
the legal title to the oil and gas or 
mineral deposits. Thus, it was stated 
that assurances of a share upon pro- 
duction mark ownership of an eco- 
nomic interest in oil and gas in place.” 


The “captive mine” ruling states 
the tests for the determination of an 
economic interest thus: 


“The tests or criteria for determin- 
ing whether an economic interest exists 
may be stated to be the result of 
numerous court decisions and may be 
summed up as follows: 


“First, there must be a right to re 
ceive and share in the ore or mineral 
itself and that right must be a binding 
right, not terminable at the will of 
another. 

“Second, the right must stem from 
an investment. Investment means the 
acquisition of a direct equity in the 
ore, not acquisition by stock owner- 
ship which is indirect nor 
acquisition of a ‘creditor’s interest’. . . 

“Third, recovery of the investment 
must be dependent solely upon the 
extraction of the ore. v4 

Clearly, if one has an investment 
in minerals, its recovery will ordinarily 
depend upon the extraction of the 
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mineral. Whether the owner of the 
mineral investment takes the mineral 
produced or the proceeds of the mineral 
sales is of secondary significance in 
determining the existence of an eco- 
nomic interest. Therefore, the first 
issue to be determined is when does 
one become possessed of an “invest- 
ment in minerals’? 

The proposed regulations call the 
interest in question a “capital interest.” 
An “investment in minerals” is a 
“capital interest,” as contrasted with 
an “expense interest” such as deferred 
charges or prepaid expenses or an in- 
terest under contract as a purchaser 
of processed mineral. However, the 
regulations make it clear that one may 
acquire an economic interest (capital 
interest) by investment or otherwise 
which covers situations of gift and 
inheritance as well as situations where 
consideration passes, including a capital 
interest for an expense outlay. 

The “captive mine” ruling, cited 
above, indicates that the courts have 
held that “investment means the acquisi- 
tion of a direct equity in the ore.” 
Further, that legal title is no longer 
to be used as a criterion for determin- 
ing whether an economic interest exists. 

The use of the term “direct equity” 
is confusing. It is much like the 
language of Code Section 911, which 
requires an “uninterrupted period” of 
“residence.” The courts have held, 
and the Treasury now agrees, that 
“residence” does not mean that a tax- 
payer must be physically present at 
his place of residence over any period 
to establish an “uninterrupted period” 
of “residence” since “residence” has 
an established legal meaning which 
does not embrace the concept of un- 
interrupted physical presence. It is 
not our purpose here to labor this 
point, but merely to draw an analogy 
between it and the term “direct equity,” 
in that the modifying words in both 
instances (“direct” and “uninterrupted 
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period”) may limit the application of 
their respective nouns but they do not 
change the basic legal meaning of the 
nouns. 


The word “equity” has been with 
the legal profession for many hundreds 
of years, and yet it possesses no very 
precise meaning. Perhaps this is pro- 
gress since it has been said of many 
things that the more we know about 
a thing the more we realize how little 
we know about it. Black’s Law Dic- 
tionary (Fourth Edition) gives the 
following definition of the word 
“equity,” at page 634: 

“In its broadest and most general 
signification, this term denotes the 
spirit and the habit of fairness, just- 
ness, and right dealing which would 
regulate the intercourse of men with 
men,—the rule of doing to all others 
as we desire them to do to us; or as 
it is expressed by Justinian, ‘to live 
honestly, to harm nobody, to render 
to every man his due.’ Inst. 1, 1, 3. 
It is therefore the synonym of natural 
right or justice. But in this sense its 


obligation is ethical rather than jural 
and its discussion belongs to the sphere 


of morals. It is grounded in the pre- 
cepts of the conscience, not in any 
sanction of positive law. 

“In a more restricted sense, the word 
denotes equal and impartial justice as 
between two persons whose rights or 
claims are in conflict; justice, that is, 
as ascertained by natural reason or 
ethical insight, but independent of the 
formulated body of law. This is not 
a technical meaning of the term, except 
in so far as courts which administer 
equity seek to discover it by the agencies 
above mentioned, or apply it beyond 
the strict lines of positive law. [Cita- 
tions omitted. ] 

“In a still more restricted sense, it 
is a system of jurisprudence, or branch 
of remedial justice administered by 
certain tribunals, distinct from the 
common-law. courts and empowered 
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to decree ‘equity’ in the sense last 
above given. Here it becomes a com- 
plex of well-settled and well-understood 
rules, principles, and precedents. [Cita- 
tions omitted.]” 


This is not the entire definition 
given under this heading. Variations 
of the theme cover approximately 4% 
pages. 

Webster’s Collegiate Dictionary de- 
fines “equity” as follows: “1. State 
or quality of being equal or fair; fair- 
ness in dealing. 2. That which is 
equitable or fair. 3. Law. a The 
system of law which originated in the 
extraordinary justice formerly adminis- 
tered by the king’s chancellor and was 
later developed into a body of rules 
supplementary to or aiding the com- 
mon and statute law. The term has 
come to designate the formal system 
of legal and procedural rules and doc- 
trines according to which justice is 
administered within certain limits of 
jurisdiction. b An equitable claim or 
right. 4. Hence, any body of legal 
doctrines and rules similarly developed 
to enlarge, supplement, or override a 
system of law which has become too 
narrow and rigid in its scope. % 


As to the system of administering 
“equity” suffice it to say that the fed- 
eral courts are empowered by the 


Constitution to exercise equitable 
powers coricurrently with their juris- 
diction at law. 


A right that has its foundation in 
“equity” is not a legal right, in the 
sense that it is not founded in law and 
bound by legal form. This view is 
supported by the above definitions 
and a considerable number of case 
precedents. The ancient and honored 
rule of “equity” that “equity will not 
act if there is an adequate remedy at 
law” precludes a contrary view. How- 
ever, an equitable right is loosely de- 
scribed as a legal right, in that it is a 
moral right with legal force. 


880 October, 


| have read the writings of 

J. M. Keynes, a very famous economist. 
| have often quoted him. 

Many of my liberal friends— 

and | hope | am a liberal— 

say that in times of depression 

we should have deficit financing. 
That may be true. 

It is also said that in good 

times we should retire the debt 
caused by deficit financing 

during the earlier depression. That 
time never seems to arrive. 
—Senator Richard L. Neuberger. 


It is considerably beyond the scope 
of this commentary to provide a com- 
plete background on the evolution of 
equity jurisprudence. However, if I 
may be permitted to summarize and 
oversimplify, the law of “equity” is 
what we commonly refer to today as 
the “golden rule,” within the inherent 
limitations of the courts to administer 
it. In so doing, the courts are not 
bound by legal form where the ends 
of justice are concerned. In enforcing 
equity decrees, the courts act im per- 
sonam (on the person) regardless of 
the nature of the equitable right. Thus, 
all equitable rights are indirect, in the 
sense that they depend on the per- 
formance of a person, which the law 
is without ability to provide except by 
coercion, rather than a direct satisfac- 
tion of a claim against property by 
judicial sale at law. Equitable rights 
do not depend on legal title, contracts 
that are binding at law, or other legal 
forms that may otherwise be an obstacle 
at law. To be trite: Equity will go 
to the “substance” of the matter. 


In summation : One becomes possessed 
of an “investment” (capital interest) 
in mineral deposits when in posses- 
sion of a “direct equity” in the deposit 
and a “direct equity” is any equitable 
interest as defined above. If one 
possesses a “capital interest” and 
“secures, by any form of legal relation- 
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ship,” income derived from the sever- 
ance or sale of the mineral, “to which 
he must look for a return of his capital,” 
then there exists an “economic in- 
terest” in the mineral deposit which 
entitles its possessor to a deduction 
for percentage depletion. (Palmer v. 


Bender, 3 ustc {| 1026, 287 U. S. 551.) 


It is said that a stock interest in a 
corporation is an indirect interest and 
prevents the stockholder from taking 
a deduction for percentage depletion 
because the stockholder has no eco- 
nomic interest. This is not entirely 
true. Where a parent company files 
a consolidated return with a subsidiary 
company, for example, the parent com- 
pany is entitled to a deduction for 
percentage depletion on its subsidiary’s 
mineral operations where the sub- 
sidiary has an economic interest in 
mineral deposits, notwithstanding that 
the right accrues via stock ownership. 
Perhaps what is meant is that deple- 
tion is a matter of exhaustion of the 
economic value of a mineral deposit 
and it can only occur once. There- 
fore, it can only be claimed once and 
only by those whose economic posi- 
tion is being changed by the exhaus- 
tion of the mineral deposit. 


It is immaterial what the classifica- 
tion or the description of the owner 
of the economic interest may be, that 
is, private individual, partnership, 
agent, corporation, an estate in real 
property, a simple right arising under 
contract or any combination of these. 
Once the owner of the economic 
interest is identified, his right to per- 
centage depletion is established re- 
gardless of his legal environment. The 
existence of an economic interest is 
not dependent upon who keeps the 
books of the mineral operation or how, 
or whether the capital investment in 
a corporation or a mineral deposit is 
nominal or otherwise. Further, the 
existence of joint economic interests 
in a mineral deposit does not neces- 
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sarily imply the existence of a part- 
nership, joint-venture or agency on 
the part of the participating owners. 
(Ortiz Oil Company, CCH Dec. 9999, 
37 BTA 656.) 


Finally, the existence of an eco- 
nomic interest does not depend upon 
the sale of mineral production at cost 
or at any other figure. However, if 
the mineral production is sold at a 
price which permits only a small 
margin of profit or no profit at all, the 
consequences may be little or no 
percentage depletion deduction. How- 
ever, the owner of an economic in- 
terest is entitled to cost depletion even 
though the mineral deposit is operated 
at a loss. 


In the computations above, per- 
centage depletion is computed on the 
fair market value of the mineral flow- 
ing to the parent in accordance with 
the directions of the ruling. The 
price used is the world price set out 
in our hypothetical facts. This pro- 
cedure recognizes that the mineral 
transferred to the parent at cost has 
a greater value even though it was 
not sold to the parent at that greater 
value. Essentially, this is the fiction 
of the “area price” computation to 
determine “gross income from the 
property” used extensively by the 
Internal Revenue Service. 


(3) Foreign tax credit—Under the 
method of operations employed in 
the “captive mine” organization, the 
parent company actually incurs the 
foreign income tax liability through 
its controlled agent. This is an im- 
portant observation because if the 
foreign subsidiary incurred the tax 
liability, the parent company would 
never realize a foreign tax credit 
since the subsidiary is operating on 
a reimbursement of costs plan that 
would never allow it to accumulate 
any earnings and profits out of which 
a dividend could be declared, with 
its attendant foreign tax credit. 
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In determining the amount of in- 
come from foreign sources, the pro- 
visions of Code Section 863 (discussed 
above) apply. The independent price 
(world market price, per assumed 
facts) used as the method of 
apportionment in the above example, 
as reduced for the United States per- 
centage depletion, to arrive at taxable 
income from foreign sources. 


was 


Observations and Conclusions 


A summary of net-income-after- 
taxes figures from the above examples 
follows: 


Example I.— An individual 
operating abroad 

Example II(a).— A United 
States corporation operat- 
ing abroad directly 

Example 11(b).— A United 
States corporation operat- 
ing abroad through a for- 
eign subsidiary 


Example Il(c).— A United 


$406,620 


$544,500 


$390,323 


States corporation operat- 
ing abroad through a for- 
eign subsidiary and a United 
States subsidiary qualifying 
as a Western Hemisphere 
Trade Corporation under 
Code Section 921 


$435,690 
Example II(d).— A United 
States corporation operat- 
ing abroad through a 
foreign subsidiary agent 
that qualifies as a “captive 
mine” company $544,500 
It may be observed from the above 
summary that a United States cor- 
poration operating abroad through a 
foreign subsidiary is less profitable 
than any of the other possibilities, 
and yet it is generally known that 
this is the most common form of 
organization used in foreign opera- 
Why? As a general rule, this 
the United States cor- 


tions. 
is because 
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poration does not wish to subject its 
United States assets to the business 
and political hazards that are more 
or less commonplace in many foreign 
jurisdictions. However, this organi- 
zational approach is also used fre- 
quently in the United States where 
a new venture, product or business 
diversification is undertaken by a 
United States corporation. It merely 
limits the capital that one wishes to 
risk in a new enterprise by the use 
of a corporate form. Thus, the desire 
for limitation of risk is common to all 
jurisdictions. 


There can be no doubt as to the 
desirability of the limitation of risks, 
from a good-business point of view, 
but the method of obtaining the de- 
sired protection deserves close scru- 
tiny with a view toward maximizing 
the profitability of the over-all oper- 
ations. 

Examples Il(a) and II(d) appear 
to offer the greatest profit on opera- 
tions but since, in both instances, 
the operator is doing business abroad 
directly, there is an unlimited risk of 
the entire assets of the operator. A 
decision to operate through either of 
these organizations must come as a 
result of weighing the profit to be 
earned against the degree of risk in- 
volved —a valued management de- 
cision. 


Example II(c)—adding a Western 
Hemisphere Corporation to Example 
Il(a)—increases the profit on opera- 
tions somewhat but falls far short of 
the profits available under Example 
II(a). 

Obviously, the ideal situation is to 
have the protection against risks of 
the foreign subsidiary and the maxi- 
mum profits of operating directly. Is 
there a method of operating that would 
permit the benefits of the ideal situ- 
ation? Perhaps. 


(Continued on page 888) 
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Percentage Depletion 
By JOHN E. HUGHES 


The percentage depletion allowance is like the goose that laid 

golden eggs of which the Revenue Department gets its share, says this article. 
It is also inferred that the gold of the goose that many would 

enviously destroy is more gilt than solid metal since for one producing well 

on which percentage depletion may be allowed, there are eight dry holes 
drilled. A chart depicts the earnings of petroleum companies, 

based on net worth, to be low relative to other major industries. 

The author is a member of the law firm of Hughes & Hughes, Chicago. 


LTHOUGH the percentage depletion allowance for oil wells has 

been in the Internal Revenue Code for 33 years, since 1926, 
attacks on it are continuous and constant. 

Some of the most potent political arguments used against it are 
demagogic and false. For example, the Treasury has stated to the 
Congress, and some members of Congress have repeated the statement, 
that “75% of the benefit of the allowance accrues to a few large cor- 
porations.” (Ways and Means Committee Hearings, February 3, 
1950, at page 52.) 

This is not even a half truth for the corporations are intangible 
fictions of law and if a benefit accrues to anyone it must necessarily be 
to the human beings who own these corporations, namely, their 
shareholders. 


4 


The 1958 report of the Standard Oil Company of New Jersey 
states it has 503,000 shareholders, and the 1958 reports of Socony, 
Standard of California and Texaco state that they have 207,000, 152,754 
and 138,374 shareholders, respectively." 


Who are these shareholders to whom, and to hundreds of 
thousands of others benefiting from these shareholders, such benefit 
as there is in this depletion allowance actually accrues? The largest 
single investment of the endowment funds of our private colleges and 
universities is in oil stocks.’ If private capital does not provide educa- 
tion then tax money must. It is somewhat ironic, therefore, to hear 
leading academic figures shouting to raise inadequate academic 





*The New York Stock Exchange reported that in January there were 
12,490,000 shareholders or one in eight of our adult population and that more than 
one million a year were being added. 

* See “College Endowments Favor Oils,” The Exchange, March, 1959, p. 5, 
listing oil stocks held by Harvard, Yale, Princeton and Columbia. 
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salaries and to cut percentage oil de- 
pletion, which would reduce the aca- 
demic income from which professors’ 
salaries alone come. To how many 
tens of thousands of students does the 
benefit of college endowment income 
accrue? Also, how much benefit ac- 
crues to the nation from the educa- 
tion it provides? 


Other large shareholders are the 
mutual insurance companies, in which 
millions of families hold policies; still 
others are pension funds with tens of 
thousands of beneficiaries. Many other 
shareholders are trustees for widows 
and orphans with small incomes. 


A second argument used in the past 
by the Treasury and repeated by 
others against percentage depletion is 
an alleged $1.5 billion loss to the 
revenue. This is predicated solely 
upon the premise that if the corpora- 
tions did not deduct $3 billion for de- 
pletion they would pay half of it in 
income taxes and their failure to do 
so thereby causes a $1.5 billion loss 
to the revenue. This is also an un- 
true statement of fact and a gross 
overestimate of any loss because most 
of the depletion deduction is dis- 
tributed as dividends to shareholders 
who pay income tax thereon, and the 
amount of income tax they pay the 
Treasury thereon would have to be 
offset against the $1.5 billion in com- 
puting any actual loss of revenue. 

According to its proxy statement, 
one shareholder of a large oil corpo- 
ration, which pays an annual dividend 
of $2.50, owns two million shares of 
its stock. He, therefore, receives $5 
million as an annual dividend. (His 
dividends from shares in nonoil com- 
panies also run into millions.) The 
income tax rate is 91 per cent on the 
excess over $200,000 but there is an 
over-all limitation of 87 per cent. On 
this $5 million, the Treasury receives 
a tax of $4,350,000, which is $1,750,000 
more than the 52 per cent corporate 


884 


tax rate would produce. This ex- 
ample should serve to lay the ghost 
of the claim that rich stockholders 
benefit greatly by the depletion al- 
lowance. Obviously, this stockholder 
does not seek to reduce his income 
taxes and has a strong sense of the 
public obligations of great wealth and 
industrial statesmanship since he could 
easily market his oil stock for over 
$200 million through a syndicate, in- 
vest the proceeds in tax-exempt bonds 
and enjoy about $8 million income a 
year tax-free and also free of business 
worries in lieu of the $650,000 he now 
has left on the dividend. 


There is another point that has to 
be considered in estimating any tax 
loss to the Treasury and that is that 
any part of the depletion allowance 
retained by the corporation enhances 
the value of its stock, and upon an 
owner's death, the estate tax rate is 
77 per cent on the excess of $10 million. 


Another important point that must 
be considered in computing any loss 
of tax revenue is that nobody pro- 
poses to deny a depletion allowance 
based on cost, and, therefore, cost de- 
pletion would have to be deducted 
from present percentage depletion to 
get any accurate starting figure for 
computing any tax loss. In most oil 
wells, cost depletion only is deducted, 
and only in large discoveries is it 
better taxwise to deduct percentage 
depletion. 

While the above unquestionable 
facts alone conclusively demonstrate 
that claims concerning the amount of 
tax revenue lost due to the allowance 
of percentage depletion are grossly 
bloated and exaggerated, there is still 
another factor which makes it im- 
possible for anyone to prove there is 
not an ultimate gain instead of a loss 
to the Treasury by reason of the al- 
lowance of percentage depletion. This 
point is that if oil operators retain 
$1 million by reason of percentage 
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depletion the matter does not end 
there. They employ this $1 million 
seeking to develop more oil property 
(its recipients pay income tax there) 
and if they succeed in doing so (if 
they do not they have gained nothing), 
the Treasury receives a large portion 
of the profits in income and death 
taxes. In other words, the golden 
goose produced by the percentage de- 
pletion allowance is used to lay golden 
eggs of which the revenue gets its 
share. In very many cases this share 
exceeds the capital producing it which 
came into being as a result of the 
percentage depletion allowance. 

The revenue’s interest in, and profit 
from, a healthy oil industry is appar- 
ent in many ways. For the fiscal year 
1958 federal gasoline tax collections 
alone totaled $1,636 million. This tax, 
which was first imposed as an “emer- 
gency measure” in 1932 at the rate of 


one cent per gallon, is now three cents 
per gallon and, at this writing, a bill 
is pending to increase it to four cents. 
About 40 per cent of what one now 
pays for a gallon of gasoline consists 
of taxes. 


It is also argued that percentage 
depletion gives an advantage to oil 
companies not afforded the other cor- 
porations such as manufacturing 
companies. If it were the bonanza 
the argument assumes it to be, then 
the percentage of return on invest- 
ment of oil companies after taxes 
should exceed that of manufacturing 
companies. However, a study made 
by the First National Bank of New 
York shows that in the period 1938- 
1957 earnings for 90 petroleum com- 
panies, based on net worth, were 
lower than the average return of 1,600 
manufacturing companies. The fol- 
lowing chart speaks for itself. 


COMPARATIVE RATE OF RETURN® IN 12 MAJOR INDUSTRIES 


AVERAGE 1955-56 -'57 


Autos 


& Trucks Other Transportation 


(Aircrott, Vessels, Etc.) 
Stone, Clay, Glass 
Chemicals 


/ 


12.07 





( Figures in Percent ) 


Electrical Machinery 


AVERAGE ALL MFG. 
ther Machinery Fabricated 


1.92 


Metal Products 


PETROLEUM 


Textile Mill 


/ pa 


0.0 





* Rate of_profit after taxes on stockholders’ equity for industries with total assets of $5 billion and over. 


yource: 


Federal Trade Commission, Securities and Exchange Commission, Chase Manhattan Bank. 


Chart courtesy Independent Petroleum Association of America. 
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RISK ELEMENT 


GAS FIELD 
1 Chance in 40 


VERY SMALL OIL FIELD 
1 Chance in 15 (often unprofitable) 
Supplies U. S. less than 3 hours 


SMALL OIL FIELD 
1 Chance in 50 
Supplies U. S. less than 2 days 


MEDIUM OIL FIELD 
1 Chance in 200 
Supplies U. S. less than | week 


= 1 Chance in 1,000 
P Supplies U. S. 1 week or more 


Source: Approximate chance ratios based on 
“rank wildcat” wells as reported by the 
American Association of Petroleum Geologists. 


IN HUNTING 


FOR OL 


Chart courtesy Independent Petroleum Association of America, 


Oil men always point to the ob- 
vious fact that a maker of automobiles 
can continue indefinitely filling the 
demand to the capacity of its factory, 
but every barrel of oil taken from an 
oil well is another nail in its coffin. 
Unlike a manufacturer who can re- 
place $100,000 worth of machinery 
used to manufacture the articles he 
sells with the $100,000 depreciation 
allowance, as hereinafter shown, the 
odds are nine to one that an oil oper- 
ator who drills another $100,000 well 
when the first is exhausted will lose 
his money. It would not be fair to 
allow him to recover only the $100,000 
cost of the producing well and not the 
$800,000 put into the eight dry holes; 
unless tax laws help he must raise the 
price of his oil. Even then, most wells 
finding oil do not return their cost. 
The large oil companies have reported 
that only one out of 40 does so. That 
is the reason oil companies earn less 
than manufacturing companies although 
they may pay only 26 per cent instead 
of 52 per cent of their income in taxes 
and that is also the reason and need for 
the allowance of percentage depletion. 
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Taxation, to be fair and equitable, 
cannot be uniform, but must vary to 
allow for wide divergence in condi- 
tions among those taxed. 


Few of us in America live without 
using oil daily, and it is indispensable 
to the national life. Incentive to dis- 
cover it cannot be throttled. The 
chance of losing capital inherent in 
the search for oil is illustrated by the 
spinner card reproduced above. 


Each year the oil industry spends 
three times the depletion deduction 
hunting for oil. Since 1953, it nas 
been compelled to borrow about $1 
billion a year. 


Naive indeed is one who asserts 
that the allowed deduction of drilling 
costs (on which the recipients pay in- 
come tax) takes care of dry holes be- 
cause if a corporation has other income 
against which to deduct $1 million 
spent for drilling it only recoups 
$520,000 thereof and must find the 
remaining $480,000 somewhere else. 
A cut in depletion, according to oil 
men, means a_rise in the prices we 
pay for gasoline. 
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Finally, inherent in taxation is na- 
tional policy, which is only what the 
majority in Congress for various rea- 
sons votes for. Recently the two 
magazines of largest circulation in 
America reported that a sum equal to 
all personal income taxes collected 
above the 20 per cent bracket is given 
as subsidies to farmers, many of whom 
are millionaires, for the purpose of 
raising the prices of the food we all 
eat and the cotton shirts we wear. 
Many fail to see that this is nearly as 
important to the national welfare as 
trying to insure the citizens enough 
gasoline to drive cars and the nation 
an adequate supply of it in case of war. 


Those who, like Karl Marx, are not 
blind to, but fully appreciate, what 
can be accomplished by use of the 
second point in his Communist Mani- 
festo, “a graduated progressive income 
tax,” have never failed to labor the 
argument that denying deductions to 
certain taxpayers or increasing their 
tax will reduce the tax on taxpayers 
as a whole. Many of them, especially 
the admirers of the late Justice Holmes, 
might recall his saying that “a page 
of history is worth a volume of logic” 
and ask themselves whether the history 
of government since the war does not 


show that it has spent, and indicate that 
it will spend, all it can get and more? 
In practice, raising taxes on some tax- 
payers will not reduce them for others. 
The capital gains tax was increased 
from 12% per cent to 25 per cent as 
a war measure, but the 25 per cent 
rate is still with us. Some say that 
“old taxes never die.” Finally, taxa- 
tion has many repercussions and facets, 
and its effects are so widespread that 
it does not follow that taxing more 
from, some will not slow down the 
over-all rate of revenue as well as do 
much greater harm to the nation. 


Another most unusual idea pro- 
pounded by opponents of percentage 
depletion is that a taxpayer allowed 
to keep some of his own money 1s 
thereby in receipt of a “subsidy.” 


It is obvious to everyone that the 
daily life of a civilized nation cannot 
go on as it does now without gasoline. 
It is equally obvious that if tax laws 
can be so drafted as to prevent people 
from taking the risk of drilling for oil, 
then the government must do it. Where 
government does everything one has 
a Russia. The Government of the 
United States, as such, cannot pay for 
doing anything. Only the money of 
all taxpayers can pay. [The End] 


REVENUE MEN AIR ‘‘BEEFS’’ AGAINST TAX MEN 


“Beefs” as between taxpayers and internal revenue officials 
do not travel a one-way street, it was brought out in the 
August, 1959 issue of the Georgia Bar Journal. Practically all 
of the districts in the Southeastern region are complaining of 
delays in getting necessary additional information on pension 
and profit-sharing plans from taxpayers’ representatives and in 
getting amendments to plans submitted where such amend- 
ments are deemed necessary to qualification. The “beef” was 
disclosed by Frank A. Winter, Assistant Regional Commis- 
sioner (Audit), at a meeting of the Special Liaison Tax Com- 
mittee of the Southeastern Region held in Atlanta last year. 

Also the subject of complaint from the district offices are 
the great number of requests for extensions of time within 
which to file protests of 30-day letters. Mr. Winter requested 
that taxpayers’ representatives limit their extension requests 
to meritorious instances. 


Percentage Depletion 











TAX PROBLEMS IN OPERATING 
Continued from page 882 


Ortiz Oil Company, above, suggests 
a possibility worthy of consideration. 
In that three individuals ad- 
vanced funds to a company for the 
purchase and development of oil and 
gas mining leases on condition that 
the company account to them for 
specified portions of the mineral pro- 
duction if any was produced. As to 
the rights of the parties accruing 
under this agreement, the Board of 
Tax Appeals held: The rights of the 
respective parties each constituted an 
economic interest in the oil production. 
Thus, each was entitled to the per- 
centage depletion deduction on their 
income tax returns. On appeal (39-1 
ustc § 9384, 102 F. 2d 508, certiorari 
denied, 308 U. S. 566) the Fifth Cir- 
cuit said: 

“The determination 
correct. The money furnished 
was not a loan. It was the cash con- 
sideration for a conveyance of stipu- 
lated proportions if, as, and 
when the oil was produced. . . . If 
no oil was produced [the parties] got 
nothing and Ortiz Oil Company was 
under no obligation to pay them any- 
thing. The undertaking was in no 
sense a joint venture. [Ortiz] was to 
manage, develop and operate the prop- 
erties and pay all expenses. 


case 


3oard’s was 


“|Parties] were entitled under the 
contract to receive specified propor- 
tions of the proceeds of oil sales or to 
take their actual share of the oil pro- 
duction. They simply acquired an in- 
terest in oil in place. The right to 
share in the oil produced constituted 
an economic interest in the properties 
to the extent of the amount agreed 
upon.” (Italics supplied.) 

The case suggests that if a United 
States parent company were to enter 
into a contract with it’s foreign sub- 
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sidiary, whereby the parent would 
advance the necessary funds to pro- 
duce raw mineral in return for a 
share of the production, the parent 
would have an economic interest in 
the mineral in place and thereby be 
entitled to percentage depletion. 


Next, we must consider the avail- 
ability of the foreign tax credit under 
the Ortiz Oil Company contract type 
of operation. Is the foreign tax credit 
available to the parent company under 
these circumstances? Generally, yes. 
Specifically, if the parent pays the tax 
directly, it is entitled to the foreign 
tax credit under Code Section 901 (b). 
If the subsidiary pays the tax, the 
parent company will be entitled to a 
foreign tax credit on dividends received 
from the subsidiary company under 
Section 902(a). A further possibility 
exists under Section 902(d), which 
allows a foreign tax credit under cer- 
tain circumstances if the parent of a 
foreign subsidiary receives mineral in 
lieu of dividends, (For a more detailed 
discussion of Section 902(d), see 
Brainerd and White, “Foreign Tax 
Credit: The Homology of the An- 
omaly,” 36 Taxes 821 (November, 
1958), and “When Is It Advantageous 
to Take Foreign Earnings as Royalty, 
Not Dividend?” 10 Journal of Taxation 
33 (January, 1959).) 


To summarize: It appears that a 
United States corporation operating 
abroad through a foreign subsidiary 
may, without reorganization, but by 
means of the Ortiz Oil Company type 
of contract with its foreign subsidiary, 
enjoy the protection of the United 
States assets, via a corporate operat- 
ing organization abroad, and the same 
economic return as if it were operat- 


ing abroad directly. [The End] 
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How 
to Handle 


UNDER FEDERAL INCOME TAX LAWS 


By ALFRED P. KOCH 


Accountants bedeviled with unknowns and variables in computing the federal 
income tax of their corporate clients will welcome this article's 

presentation of simple rules and set of formulas using simultaneous 

algebraic equations. The author's approach consigns to limbo 

old-fashioned trial-and-error methods of computation. He is an 

associate professor of accounting at Lehigh University, Bethlehem, Pennsylvania. 


NDER the federal tax laws many problems arise in computing 

the federal income tax when two or more unknowns are depend- 
ent upon each other. For example, the officers of a corporation may 
be granted a bonus of 10 per cent of taxable income before or after 
special deductions and after the federal income tax. As a result of 
the bonus, two unknowns are created, the bonus and the federal 
income tax. 


To add further to the complexities of our tax laws, the Interna! 
Revenue Code limits the deduction for charitable contributions to an 
amount not in excess of 5 per cent of a corporation’s taxable income 
before special deductions and without regard to the contribution 
deduction. This 5 per cent limitation for contributions may create 
a third unknown. 


Many of our lawmakers unwittingly add insult to injury by 
adding many variable factors, which result in computation intricacies 
of the federal income tax. Variable factors arise when income dollars 
are taxed not at a constant rate, but at a variable rate or rates. For 
instance, the first $25,000 of a corporation’s taxable income is taxed 
at a rate of 30 per cent, the normal-tax rate. Taxable income in excess 
of $25,000 is taxed at 52 per cent, a combination of a 30 per cent 
normal tax and a 22 per cent surtax. A capital gains tax of 25 per 
cent, a 22 per cent tax on partially exempt interest, and an 85 per cent 
dividends-received credit for dividends from certain domestic taxable 
corporations bring about additional variable factors. There are others. 
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Formula 1 


($25,000 x .10] — [($25,000 x .30) x .10] 
Officers’ bonus = ————— 


1 — [.10 x .30] 
Officers’ bonus = $1,804.12 


Solution and Proof 


Taxable income before officers’ bonus... 
Deduct officers’ bonus ................. 


Taxable income 


Tax at normal-tax rate of 30%.......... 


Proof of officers’ bonus: 


Taxable income before officers’ bonus ... 


Deduct federal income tax 


Net income after tax and before officers’ bonus. . 


Officers’ bonus (10% of $18,041.24) 


$2,500 — $750 $1,750 

a i 

Kemeny, cobs $25,000.00 

a oes 1,804.12 

Be $23,195.88 

Bren $ 6,958.76 
_ $25,000.00 
jt eae ae 6,958.76 
$18,041.24 

(Cd SAMO $ 1,804.12 





As an antidote for the difficulty in 
dealing with unknowns and variables, 
simple formulas will be presented to 
solve complex tax problems without 
confusion. These formulas provide 
simple rules which obviate the neces- 
sity of groping for methods of pro- 
cedure. The formulas incorporate the 
three unknowns of officers’ bonus, 
contributions, and federal income tax, 
together with several variable factors, 
and are shown in application in hypo- 
thetical problems and _ illustrations. 


Illustration 1 


Computation of tax using two un- 
knowns comprised of an officers’ bonus 
and the federal income tax and no vari- 
able factors. 





Income 
Sales 


Interest on Commonwealth of Pennsylvania bonds 
Interest on U. S. Treasury 24% bonds : 
Dividends on stock of taxable domestic corporations 
Gain on sale of Commonwealth of Pennsylvania bonds 
Gain on sale of machinery purchased in 1950... 


Costs, expenses, etc. 


Contribution to Lehigh University 
Loss on sale of securities purchased 


Loss on sale of machinery purchased in July, 1958 


Ordinary costs and expenses .... 


Net income before federal income tax.... 
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This illustration is based on a tax- 
able income of $25,000 and before an 
officers’ bonus of 10 per cent after 
federal income tax. There is no vari- 
able factor since the tax rate of 30 per 
cent is constant on the first $25,000 
of taxable income. This problem may 
be solved without resorting to long, 
cumbersome, trial-and-error methods 
of computation. Use of formula 1 re- 
sults in an easy, quick and accurate 
solution. Since the formula is self- 
explanatory, an elucidation of its com- 
ponent parts is not necessary. 

Illustrations 2, 3 and 4, shown be- 
low, are based on certain facts taken 
from the _ following hypothetical 
problem. The books of the Lehigh 
Corporation show the following re- 
sults of operation for the year 1958: 


$295,000 
150 


$300,000 


in 1956 
$200,000 
$100,000 
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Additional Problem Data 


(a) The Commonwealth of Penn- 
sylvania bonds were purchased on 
July 1, 1956, for $10,100 and sold July 
1, 1958, for $10,525. The bonds are 
ten-year bonds bearing interest at 3 
per cent, and the maturity date is 
July 1, 1966. 


(b) The United States Treasury 
234 per cent bonds were purchased in 
the year 1940 for $10,500 and mature 
in 20 years from the date of the 
purchase. 


(c) The board of directors granted 
the officers of the corporation a bonus 
of 10 per cent of the taxable income 
before special deductions and after 
federal income tax. 


Illustration 2 


Computation of tax using two un- 
knowns comprised of an officers’ bonus 
of 10 per cent and the federal income 
tax, and with one variable factor. 


The variable factor is the normal 
tax of 30 per cent on the first $25,000 
of taxable income and a combined rate 
of 52 per cent on taxable income in 
excess of $25,000. 


The income of the Lehigh Corpora- 
tion is from sales of $295,000, and or- 
dinary costs and expenses total 
$182,500. There are no extraordinary 
items of income or expense. On the 
basis of these facts, the taxable in- 
come before officers’ bonus is $112,500 
($295,000 — $182,500). The solution 
for the computation of the officers’ 
bonus with one variable factor is given 
in formula 2. The only essential differ- 
ence in formula 2 as compared to 
formula 1 is the incorporation of the 
$5,500. The subtraction of $5,500 gives 
effect to the surtax exemption on 
$25,000 (22% X $25,000 = $5,500). 


Ilustration 3 


Computation of tax using three un- 
knowns comprised of an officers’ bonus 





Formula 2 


Officers’ bonus = 


($112,500 x .10] — E[ ($112,500 x .52) — $5,500] x .10] 


1 — [.10 x .52] 


$11,250 — $5,300 $5,950 
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eee 
Officers’ bonus = $6,276.37 


Solution and Proof 


Taxable income before officers’ bonus 


Deduct officers’ bonus 
Taxable income 


Computation of tax: 
Normal tax of 30% on $25,000 


Combined normal tax of 30% and surtax of 22% 


or 52% of $81,223.63 (106,223.63 — $25,000.00)... 


Total income tax 


Proof of officers’ bonms: 


Taxable income before officers’ bonus 


Deduct federal income tax 


Net income after tax and before officers’ bonus... 


Officers’ bonus (10% of $62,763.71) 
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$112,500.00 

6,276.37 

eee: $106,223.63 
$ 7,500.00 
42,236.29 

$ 49,736.29 
$112,500.00 
49,736.29 
$ 62,763.71 


$ 6,276.37 
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of 10 per cent, a 5 per cent limitation 
on charitable contributions and the fed- 
eral income tax, and with the same vari- 
able factor used in illustration 2. 


The income of the Lehigh Corpora- 
tion is from sales of $295,000, and 
ordinary costs and expenses total 
$182,500. The contribution to Lehigh 
University is $15,000 (with its limita- 
tion at 5 per cent), and the officers’ 
bonus is 10 per cent after federal in- 
come tax. Use of formula 3, which 
follows, results in a quick computa- 
tion of the various unknowns, the 
bonus, the contribution and the tax, 


The only essential difference in formula 
3 as compared to formula 2 is the in- 
corporation of 95 per cent, which 
gives effect to the 5 per cent (1.00 — 
.05) limitation on charitable contribu- 
tions. 


Illustration 4 

Computation of tax using all the in- 
formation given in the problem of the 
Lehigh Corporation. 

Formula 4, which follows, is used 
in solving the problem. Formula 4 
is the same as formula 3 except that 
three additional variables are added. 





Formula 3 


Officers’ bonus = 


[$112,500 x .10 x .95] — E[($112,500 x .95 x .52) — $5,500] x .10] 


1 — [(.10 x .05) + (.95 x .10 x .52)] 


$10,687.50 — $5,007.50 
1 — .0544 : 
Officers’ bonus = $6,006.77 


$5,680 
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Solution and Proof 


Taxable income before officers’ bonus and 5% limitation 


on charitable contributions 
Deduct: 
Officers’ bonus 


Charitable contributions, 5% of ($112,500 — $6,006.77) 


Taxable income 


Computation of tax: 


Normal tax of 30% on $25,000 


$112,500.00 


$ 6,006.77 
5,324.66 


11,331.43 





$101,168.57 


7,500.00 


Combined normal tax of 30% and surtax of 22%, or 


52% of $76,168.57 ($101,168.57 — $25,000) 


Total income tax 


Proof of officers’ bonus: 


39,607.66 
$ 47,107.66 





Taxable income before officers’ bonus and 5% limi- 


tation on charitable contributions 
Deduct: 


Charitable contributions 
Federal income tax 


Net income after tax and before officers’ bonus 


Officers’ bonus (10% of $60,067.68) 
Proof of 5% charitable contribution: 

Taxable 

Deduct officers’ bonus 


income before officers’ 


Taxable income before deduction for charitable contributions 


Charitable contribution deduction (5% of $106,493.23) 
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$112,500.00 
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.66 52,432.32 
$ 60,067.68 
$ 6,006.77 


$112,500.00 
6,006.77 


$106,493.23 
$ 5,324.66 
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As a result, the formula involves three 
unknowns, the bonus, the contribu- 
tion and the tax, and four variable tax 


is given first. 


solution. 


Solution and Proof 
Income 
Sales 
Interest on 24% U.S. Treasury bonds * 
Dividends on taxable domestic corporations 


Capital gains and losses: 


Gain on Commonwealth of Pennsylvania bonds’ 
Gain on sale of machinery purchased in 1950° 


Total capital gains 
Deduct loss on sale of securities purchased in 1956 


Costs, expenses, etc. 
Contribution to Lehigh University 
Loss on sale of machinery purchased in July, 1958 
Ordinary costs and expenses 
Officers’ bonus 


Taxable income before special deductions 


Deduct dividends-received credit (85% of $1,000) 


445.00 
3,150.00 


3,595.00 


1,000 


Taxable income before special deductions excepting dividends- 


received credit 


Computation of tax: 
Normal-tax net income before special deductions 


Deduct: 
Interest on 24% U. S. Treasury bonds 
Net long-term capital gain 

income 


Normal-tax net 


Normal tax (30% of $99,487.30) 


Surtax net income before special deductions 


Deduct: 
Surtax exemption — 
Net long-term capital gain 
Surtax net income 
Surtax (22% of $74,612.30) 
Capital-gains tax (25% of $2,595) 
Total income tax 


$ 125.00 
2,595.00 








$25,000.00 
2,595.00 








factors. The solution to the problem 
Formula 4 and an ex- 
planation of the variables follow the 


$295,000.00 
125.00 
1,000.00 
2,595.00 $298,720.00 
5,424.07 
1,500.00 
182'500.00 
6,238.63 195,662.70 
103,057.30 
850.00 
$102,207.30 
$102,207.30 
2,720.00 
$ 99,487.30 
.. «$29,846.19 
$102,207.30 
27,595.00 
$ 74,612.30 
a. ae 
648.75 
$ 46,909.65 


(Continued on following page) 








‘The problem shows interest of $275 on 
$10,000 of 23%4% United States Treasury 
bonds issued prior to March 1, 1941. In- 
terest is exempt from tax on a principal of 
$5,000. It is also mandatory to amortize 
the premium, which amounts to $25 a year, 
or a $12.50 premium amortization against 
fully exempt interest and a $12.50 premium 
amortization on partially exempt interest. 
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*The basis in determining the gain on 


the sale of the Commonwealth of Penn- 
sylvania bonds is the original cost of 
$10,100, less a premium amortization of 


$20 for the two years from the date of ac- 
quisition to the date of sale. 

*The gain on the sale of machinery pur- 
chased in 1950 is classified as a long-term 
capital gain. The machinery is a Section 
1231 asset. 
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Proof of officers’ bonus: 


Taxable income before officers’ bonus and 5% limitation 
on charitable contributions [$298,720 — ($1,500 + 


$182,500) } 
Deduct: 


Charitable contributions 
Federal income tax 


Net income after tax and before officers’ bonus........... : 


Officers’ bonus (10% of $62,386.28). . 


Proof of 5% charitable contribution: 


Oa re $ 5,424.07 


$114,720.00 


46,909.65 $ 52,333.72 
$ 62,386.28 


$ 6,238.63 


Taxable income before officers’ bonus and 5% limi- 


tation on charitable contributions................. 
Deduct officers’ bonus.............. 


$114,720.00 
6,238.63 


Taxable income before the deduction for charitable 


contributions 


Charitable contribution deduction (5% of $108,481.37)....... 


$108,481.37 
$ 5,424.07 


Formula 4 


(See previous solution and proof) 


Officers’ bonus = 


(a) (b) (c) (d) 


($114,720 x .95] — [($114,720 x .95 x 52) — ($5,500 + $37.50 + $442 + $700.65) ]] x .10 
1 — [(.10 x .05) + (.95 x .10 x .52)] 


[$108,984 — 


($56,671.68 — $6,680.15)] x .10 


1 — .0544 
($108,984 — $49,991.53) x .10 $5,899.25 


Officers’ bonus = $6,238.63 


.9456 





Explanation of variable factors in- 
corporated in formula 4.—The vari- 
ables are in the numerator of the 
formula and are lettered (a), (b), (c) 
and (d). 

(a) The subtraction of $5,500 gives 
effect to the 22 per cent surtax ex- 
emption on $25,000 of taxable income 
(22 per cent of $25,000 = $5,500). This 
variable was first shown in formula 2. 

(b) The 52 per cent used in the 
formula is the combined normal-tax 
rate of 30 per cent and the surtax rate 
of 22 per cent. Since the income of 
$114,720 in the formula includes $125 
of partially exempt interest, interest 
subject only to a 22 per cent surtax, 
it is necessary to exclude $37.50 (30 
per cent of $125). 

(c) The subtraction of $442 gives 
effect to the $850 dividends-received 
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credit in computing normal tax and 
surtax. Since the income of $114,720 
in the formula includes $1,000 of divi- 
dend income of which only $150 is 
taxed at 52 per cent, it is necessary 
to deduct 52 per cent of $850, or $442 
[ ($1,000 * .52) — ($150 X .52)]. 

(d) The subtraction of $700.65 gives 
effect to the 25 per cent capital-gains 
rate on a net capital gain of $2,595, 
which is included in the income of 
$114,720. The $2,595 capital gain is 
adjusted from a rate of 52 per cent 
to 25 per cent, or an adjustment of 
27 per cent of $2,595. 

This article could have been ex- 
tended to considerable length by in- 
corporating a fourth unknown and 
additional variable factors. However, 
the formulas given, which involve three 


(Continued on page 934) 
1959 ® TAXES —The Tax Magazine 








Collapsible Corporations 
and Subsection (e) 
By JAMES R. MODRALL 


An escape from the snare of Section 341, the collapsible-corporation 
provision, is offered by subsection (e), says this article. However, the 
subsection is a maze of interrelated subparts through which the 
taxpayer must wend his way. Guideposts for his journey are erected 
in this detailed study of the subsection. The author is 

associated with the Milwaukee law firm of Fairchild, Foley & Sammond. 


HE COLLAPSIBLE-CORPORATION provision enacted in 1950, 

and subsequently amended in 1951 and 1954, is one of the most 
baffling and complex in the Code. Subsection (e), which was added to 
Section 341, the present provision, in 1958? increased those complexi- 
ties. The problem faced by Congress has been how to prevent avoid- 
ance of ordinary tax rates by the use of the corporate vehicle without 
changing the basic scheme of corporate-shareholder taxation and with- 
out introducing excessively intricate statutory provisions. The difficulties 
in finding a solution are illustrated by the three amendments during 
the short history of the collapsible-corporation section. Many of the 
interpretive questions in Section 341, as it existed prior to 1958, have 
been analyzed by tax writers,? and its mechanics have been outlined 
in numerous articles.* The purpose of this paper is to analyze subsec- 


* Technical Amendments Act of 1958, 72 Stat. 1606. 

* Axelrad, “Tax Advantages and Pitfalls in Collapsible Corporations and 
Partnerships,” 34 Taxes 841 (December, 1956); DeWind and Anthoine, “Col- 
lapsible Corporations,” 56 Columbia Law Review 475 (1956); MacLean, “Collapsi- 
ble Corporations—The Statute and Regulations,” 67 Harvard Law Review 55 (1953). 

*Altman, “Collapsible Corporations,” 28 Taxes 1013 (November, 1950); 
Boland, “Practical Problems of the Collapsible Corporation,” Proceedings of the 
New York University Tenth Annual Institute on Federal Taxation (1952), p. 537; 
DeWind, “Collapsible Corporations Under the Revenue Act of 1950,” Proceed- 
ings of the Third Tax Institute, University of Southern California (1951), p. 583; 
Donaldson, “Does the “‘Two-Shot’ Corporation Escape Collapsible Treatment 
Under Section 341,” 8 Journal of Taxation 358 (1958); Freeman, “Collapsible 
Corporations,” Proceedings of the New York University Eleventh Annual Institute 
on Federal Taxation (1953), p. 407; Glicksberg and Stephens, “Metaphorical Tax 
Legislation: The Collapsible Corporation,” 8 Washington and Lee Law Review 
145 (1951); Greenfield, “Effect of Collapsible Corporation Provisions on Real 
Property Holdings,” Proceedings of the New York University Tenth Annual 
Institute on Federal Taxation (1952), p. 91; Schlesinger, “The Collapsible Corpo- 
ration Through the Looking Glass,” 29 Taxes 895 (November, 1951); Weyher and 
Bolton, “Collapsible Corporations as Affected by the 1954 Code—Inventory and 
Unrealized Receivables,” Proceedings of the New York University Thirteenth 
Annual Institute on Federal Taxation (1955), p. 657. 
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tion (e), relate it to other parts of 
Section 341 and evaluate the effective- 
ness of its various provisions. 


Subsection (e), while adding new 
intricacies to an already complicated 
section, offers an escape from the 
snare of Section 341 if one can wend 
his way through its maze of interre- 
lated subparts. Congress recognized 
that the provisions of Section 341(a), 
(b), (c) and (d) are so broad that in 
a number of situations they may have 
the effect of converting what would 
otherwise be capital gain into ordi- 
nary income. It also conceded that 
the difficulty of looking to the subjec- 
tive intent of the parties in order to 
determine the applicability of the pro- 
visions creates undesirable uncertain- 
ties in business activities.* To remedy 
the situation and avoid determinations 
of intent and the possible conversion 
of capital gain into ordinary income, 
four exceptions to the provisions of 
Section 341 were incorporated into 
subsection (e). 


While subsection (e) is a part of 
Section 341 and provides an escape 
route from its normal operation, the 
mechanics and operation of the sub- 
section are entirely separate. Subsec- 
section (e) uses different objective 
tests to classify a corporation as col- 
lapsible or noncollapsible and different 
definitions of collapsible property than 
are found in other parts of Section 
341. Instead of adopting the pre- 
sumption of Section 341(c)*® or the 
“substantial part” test of Section 
341(b),° Congress has adopted another 
objective measure to govern the ap- 
plication of the exceptions in subsec- 
tion (e). For these exceptions to apply, 
the unrealized appreciation on specified 

‘S. Rept. 1983, 
(1958), at pp. 31-32. 

°A corporation is presumed to be collap- 
sible if the value of its collapsible property, 
Sec. 341 assets, is 50 per cent or more of the 
value of its total assets and 120 per cent or 
more of the basis of such Sec. 341 assets. 
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collapsible assets must not exceed 15 per 
cent of the corporation’s net worth. In- 
stead of following the definition of 
“Section 341 assets” or property manu- 
factured, constructed or produced, as 
provided by Section 341(b), Congress 
introduced another category of collapsi- 
ble property, “subsection (e) assets.” 


If the 15-per-cent-of-net-worth test 
(hereinafter called the 15-per-cent test) 
is met, a corporation may come within 
one of the exceptions in subsection 
(e) with respect to a particular trans- 
action. The exceptions pertain only to 
specified transactions, certain sales or 
exchanges of stock, certain complete 
liquidations under Sections 337 and 
333, and certain sales or exchanges of 
property by the corporation under 
Section 337. If the objective require- 
ments are met, a shareholder’s entire 
profit is capital gain. If the require- 
ments are not met, the corporation 
falls within the preceding provisions 
of Section 341. Thus, the exceptions 
in subsection (e) do not attempt to 
allocate gain between ordinary in- 


come and capital gain. The definition 
of subsection (e) assets, the provi- 
sions of the individual exceptions, the 
special rules of constructive owner- 
ship and the 15-per-cent test will be 
discussed in detail below. 


Subsection (e) Assets 


The collapsible assets of the cor- 
poration are termed “subsection (e) 
assets.”” This category includes several 
enumerated items of corporate prop- 
erty. The first item is property (except 
property used in the trade or business) 
which in the hands of the corporation 
would produce ordinary income or 
which would produce ordinary income 





* A corporation is collapsible if it is formed 
with a view to the sale of stock or a distri- 
bution to its shareholders before the corpo- 
ration realizes a “substantial part of the 
taxable income” from produced of ‘purchased 
property. 
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in the hands of a shareholder owning 
more than 20 per cent in value of the 
outstanding stock." Thus, the dealer- 
ship status of one shareholder who 
owns more than 20 per cent of the 
capital stock may taint the whole cor- 
poration. Since the first item in- 
cludes a corporation’s ordinary-income 
assets and excludes Section 1231(b) 
property, the attribution of share- 
holders’ status applies only to a corpora- 
tion’s capital assets. Since “subsection 
(e) assets” may include capital assets, 
it is a broader category in this respect 
than “Section 341 assets.” Corporate 
property which would produce ordi- 
nary income includes stock in col- 
lapsible corporations. By making such 
stock a collapsible asset, the operation 
of Section 341(e) cannot be avoided 
by the creation of a chain of sub- 
sidiaries, as is literally possible under 
Section 341 (b). Property which would 
produce ordinary income in part, such 
as Section 306 stock and discount 
bonds, is specifically included in sub- 
section (e) assets, in contrast to Sec- 
tion 341 assets, which do not include 
such property. 


The second item of property in- 
cluded in subsection (e) assets is Sec- 
tion 1231(b) property,® if the total 
unrealized depreciation on such prop- 
erty exceeds the total unrealized ap- 
preciation.® The net unrealized ordinary 
loss, therefore, can be offset against 
unrealized ordinary income regard- 
less of the status of shareholders.*® 
In the event that the total unrealized 
appreciation on Section 1231(b) prop- 
erty exceeds the total unrealized de- 
preciation, subsection (e) assets include 
any such property that would be an 

"Sec. 341(e)(5)(A)(i). 

* For purposes of subsec. (e), Sec. 1231(b) 
property is determined without regard to the 
six-month holding period. Sec. 341(e)(9). 

* Sec. 341(e)(5) (A) (ii). 

” Under Sec. 1231, losses on property used 
in the trade or business must be offset against 
gains on such property recognized in the 
taxable year. Consequently, if the corpora- 
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ordinary-income asset in the hands of 
any shareholder who owns more than 
20 per cent of the corporation’s stock."" 


One May Taint the Whole 


The taxable status of one share- 
holder may taint the whole corpora- 
tion under the above rules. This 
seems to nullify in part the objective 
of the amendment to avoid convert- 
ing into ordinary income what would 
be capital gain if the asset were held 
by the individual shareholder. For 
example, if the stock of a corporation 
holding real estate is owned equally 
by an investor and a real estate dealer, 
the investor’s gain may be treated as 
ordinary income solely because the 
status of the dealer is attributed to 
the corporation. Moreover, if there 
is net unrealized appreciation on Sec- 
tion 1231(b) property, any such prop- 
erty that is depreciated will not be 
included in subsection (e) assets un- 
less that particular property would 
produce ordinary gain in the hands of 
a more-than-20-per-cent shareholder. 
If there is net unrealized appreciation 
on Section 1231(b) property, and if 
only the appreciated property is in- 
cluded in subsection (e) assets through 
attribution of status, the unrealized 
ordinary loss on the depreciated prop- 
erty cannot be offset against the un- 
realized appreciation of subsection (e) 
For example, suppose that a 
corporation's only assets are construc- 
tion equipment with a basis of $2,000 
and a value of $1,000 and an apart- 
ment house with a basis of $13,000 
and a value of $15,000. The sole share- 


assets. 


holder is a contractor in whose hands 





tion had recognized gains on such property 
prior to the determination, the unrealized 
depreciation would not be an ordinary loss 
if it were recognized. However, it would 
probably introduce undue complexities to 
take into account gains or losses on Sec. 
1231(b) property that have been recognized 
within the taxable year. 
* Sec. 341(e)(5) (A) (iii). 
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the apartment house would be an 
ordinary-income asset. Unrealized ap- 
preciation ($2,000) exceeds unrealized 
depreciation ($1,000), but only the 
apartment is a subsection (e) asset. 
Assuming no liabilities, the unrealized 
appreciation ($2,000) is 16.7 per cent of 
the corporation’s net worth ($16,000). 
If the construction equipment were 
to be included in subsection (e) assets, 
the net unrealized appreciation ($1,000) 
would be only 8.3 per cent of net 
worth. Failure to permit unrealized 
depreciation to offset unrealized ap- 
preciation of Section 1231(b) ‘prop- 
erty without reference to the status 
of the depreciated property in the 
hands of shareholders may lead to 
harsh results in the application of 
objective tests. A fairer result would 
be obtained if depreciated Section 
1231(b) property were treated as a 
subsection (e) asset to the extent that 
the unrealized depreciation offsets the 
unrealized appreciation on that Sec- 
tion 1231(b) property which is in- 
cluded in subsection (e) assets. 


In ascertaining a corporation’s col- 
lapsible assets the taxable status of 
its more-than-20-per-cent shareholders 
must be taken into account. The 
statutory test is whether gain from 
the sale of corporate assets “would 
be considered” ordinary income if the 
assets were sold by such a share- 
holder. The determination as to whether 
the gain would be considered ordi- 
nary income is to be made “as if all 
property of the corporation had been 
sold to one person in one trans- 
action.” ** The classification of assets, 
therefore, depends upon their hypo- 
thetical character in the hands of a 
shareholder. It is well settled that a 


™ Sec. 341(e)(5)(A). 
*See, for example, U. S. v. Bondurant, 


57-1 ustc § 9689, 245 F. 2d 265 (CA-6); 


Delsing v. U. S., 

2d 59 (CA-5). 
“For a criticism of the incorporation of 

the dealer-investor distinction see Axelrad, 
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dealer in any type of property may 
hold the same type of property as an 
investment, the gain from which will 
be treated as capital gain.’* Gen- 
erally, the taxpayer must show that 
the investment property is segregated 
and not offered for sale to customers. 
In determining the character of cor- 
porate assets, the taxpayer could ob- 
viously not make such a showing since 
he has never held the assets. There- 
fore, despite the “one transaction” 
clause cited above, it seems that cor- 
porate property will automatically be 
included in subsection (e) assets if 
the shareholder in the past has made 
sales of like property in the ordinary 
course of business.** The alternative 
to this hypothetical approach is to 
provide that corporate assets will not 
be treated as subsection (e) assets 
unless the shareholder has sold like 
property in the ordinary course of 
business within some fixed period of 
time.*> Such a provision would per- 
mit a shareholder to show that he is 
no longer a dealer, an opportunity not 
available under the present test. 


Circumvention 
of Section 1236 Requirements 


According to the conference report, 
dealers in securities can demonstrate 
that any stock or securities held by 
the corporation would have produced 
capital gain in their hands merely 
by putting their stock in the corpora- 
tion in their investment account, as 
provided by Section 1236.%* Although 
it may be desirable to provide some 
method for a shareholder to escape 
dealership status with respect to cor- 
porate assets, this exception has no 
foundation in the statute. But if such 


“Recent Develonments in Collapsible Cor- 
porations,” 36 Taxes 893, 913 (December, 
1958). 

* Compare Sec. 1237. 

*H. Rept. 2632, 85th Cong., 2d Sess. 
(1958), at p. 23. 
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an exception exists, there seems to 
be no reason why a dealer in real es- 
tate or commodities should not be 
accorded the same treatment. Should 
the proviso in the conference report 
be accepted by the courts, it would 
offer an easy means of circumventing 
the requirements of Section 1236. That 
section specifies that gain recognized 
by a dealer from the sale of securi- 
ties will not be considered capital gain 
unless the securities were clearly identi- 
fied as an investment in the dealer’s 
records within 30 days after their ac- 
quisition. A dealer who has not com- 
plied with this requirement may simply 
transfer securities to a new corpora- 
tion, put the new stock in his invest- 
ment account, and then sell the new 
stock, recognizing capital gain. 


Any copyrights or artistic works 
which are created in whole or in part 
by the personal efforts of any share- 
holder who owns more than 5 per cent 
in value of the stock are also subsec- 
tion (e) assets unless included under 
other paragraphs.** While the reason 
for including this provision is not 
given in the committee report, it seems 
clear that it is intended, at least in 
part, to impose strict tests on tempo- 
rary corporations formed to produce 
motion pictures. The low percentage 
of ownership was probably designed 
to thwart the formation of corpora- 
tions in which all the principal actors 
and producers are given stock rather 
than salaries.** Under present law, 
the sale of stock in a collapsible motion- 
picture company produces ordinary 
income, whereas a sale of the motion 
picture itself by the corporation pro- 
duces capital gain.” In order to 


"Sec. 341(e) (5) (A) (iv). 

*It has been suggested that movies 
should be considered subsection (e) assets 
only if created through the personal efforts 
of a shareholder who has not received ade- 
quate compensation. (Anthoine, “Federal 
Tax Legislation of 1958: The Corporate 
Election and Collapsible Amendment,” 58 
Columbia Law Review 1146, 1184 (1958).) 
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equalize treatment, it has been recom- 
mended that Section 1221 be amended 
so as to exclude certain motion pictures 
held by corporations from the capital- 
asset category.”® While this change 
may be desirable from a revenue stand- 
point, there seems to be no particular 
reason for denying a corporation 
capital gain on the sale of a movie 
which would be an ordinary-income 
asset in the hands of its creators while 
at the same time permitting capital 
gain on the sale of Section 1231(b) 
property which would also be an 
ordinary-income asset in the hands of 
shareholders. 


Sales or Exchanges of Stock 


Section 341(e){1) outlines the ob- 
jective test that is to be applied in 
determining whether a corporation is 
considered to be collapsible with re- 
spect to a sale or exchange of stock. 
Basically this exception to Section 
341(a) applies if the net unrealized 
appreciation of specified collapsible 
assets is less than 15 per cent of the 
corporation’s net worth. 


Property Comprising 
Collapsible Assets 

The category of collapsible assets 
for purposes of this exception is de- 
termined with respect to the indi- 
vidual shareholder and is comprised 
of three classes of property. The first 
is the corporation’s subsection (e) as- 
The second is property that 
would have been included in subsec- 
tion (e) assets if the shareholder had 
owned more than 20 per cent in value 


sets.”? 





However, the standards for determining the 
adequacy of compensation seem to be too 
nebulous to permit practical administration 
of such a limitation. 

* Rev. Rul. 55-706, 1955-2 CB 300. 

* Advisory Group on Subchapter C, Re- 
vised Report on Corporate Distributions and 
Adjustments (December 11, 1958), p. 47. 

* Sec. 341(e)(1)(A). 
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of the corporation’s stock.** This at- 
tribution of the individual’s status to 
assets of the corporation applies only 
to a particular shareholder who owns 
more than 5 per cent and 20 per cent 
or less of the stock. (The collapsible- 
corporation provisions do not apply at 
all to a shareholder owning 5 per cent 
or less, and the status of a shareholder 
owning more than 20 per cent is taken 
into account in determining subsec- 
tion (e) assets.) The third is prop- 
erty that would have been included 
in subsection (e) assets if the par- 
ticular shareholder’s relationship to 
other corporations is taken into ac- 
count in determining whether the as- 
sets held by the corporation would be 
ordinary-income assets in the share- 
holder’s hands.** This complicated 
provision applies only to shareholders 
who own more than 20 per cent of the 
corporation’s stock and is intended to 
prevent the avoidance of dealership 
status by the use of a separate cor- 
poration for each venture. It ap- 
plies if the shareholder owns more 
than 20 per cent in value of the stock 


of another corporation or has owned 
more than 20 per cent during the pre- 





* Sec. 341(e)(1)(B). 

* Sec. 341(e)(1)(C). 

* Report cited at footnote 4, at p. 33. 

* The operation of this provision may be 
illustrated by the following examples given 
in S. Rept. 1983, cited at footnote 4, at 
p. 34 

“Assume that the sole asset of a corpora- 
tion is appreciated land, and that the cor- 
poration is not a dealer in such property. 
If no shareholder of the corporation own- 
ing more than 20 percent of the corporation's 
dealer in such land (and if no 
more-than-20-percent shareholder owns, or 
has owned, within the preceding 3 years, 
more than 20 percent of the stock in a cor- 
poration more than 70 percent in value of 
whose assets are property similar or related 
in service or 


stock is a 


use to the assets of this cor- 
poration) then gain from sale of stock by 
any shareholder owning more than 20 per- 
cent of the corporation’s stock will not come 
within the provisions of section 341(a). If, 
ou the other hand, a shareholder owning 
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ceding three years, and if more than 
70 per cent in value of the assets of 
the other corporation are “similar or 
related in service or use” to assets 
which comprise 70 per cent in value 
of the assets of the corporation in 
question. If these tests are met, a 
sale or exchange of stock in the other 
corporation within the three-year period 
is treated as a sale or exchange by the 
shareholder of his proportionate share 
of the other corporation’s assets, and 
any sale or exchange of property by 
the other corporation on which gain 
or loss was not recognized under Sec- 
tion 337 is treated as a sale or exchange 
by the shareholder of his propor- 
tionate share of that property.” 


Difficulties of ‘‘Similar or 
Related in Service or Use"’ 


The standard of comparison, “simi- 


lar or related in service or use,” is 
taken from Section 1033, which pro 
vides for nonrecognition of gain on 
an involuntary conversion into simi 
lar property. Under this section, the 
standard has been narrowly construed. 
Improved real estate, for instance, is 


more than 20 percent in the value of the 
corporation’s stock is a dealer in land, no 
sale of stock by any shareholder in the 
corporation will come within the statutory 
exception added by your committee. If no 
shareholder owning more than 20 percent 
of the corporation’s stock is a dealer in 
land, but a 2l-percent shareholder has 
owned and sold, within the past 3 years, 
similar stock interests in corporations hav- 
ing similar property, then such 
stock shall be taken into account, as to that 
shareholder only, in ascertaining whether 
he is a dealer and therefore is prevented 
from coming under the exception. Similarly, 
if no shareholder owning more than 20 
percent in value of the corporation’s stock 
is a dealer in land, but a shareholder owning 
6 percent of the corporation’s stock is a 
dealer in such land, a sale of stock by the 
6-percent shareholder will not qualify under 
the exception, not withstanding the fact 
that sales of stock by other shareholders 
may qualify.” 


sales of 
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not considered similar or related in 
use to unimproved real estate.** If 
the narrow interpretation carries over 
into Section 341(e), the attempt to 
prevent the use of;multiple corpora- 
tions to avoid dealership status may 
be frustrated. Other problems also 
arise in the application of this stand- 
ard, It is unclear, for example, whether 
cash and liquid securities are con- 
sidered assets that are similar or re- 
lated in use. If so, then 70 per cent 
of the assets of two corporations may 
be similar even though a much smaller 
portion of their activities are related. 
If not, then this provision is easily 
evaded by one corporation’s borrow- 
ing and holding large amounts of 
cash. In addition, the statutory com- 
parison based on “70 per cent in value 
of the assets” of the two corporations 
is susceptible of avoidance by the ac- 
quisition of other dissimilar assets 
with borrowed funds. Furthermore, 
the comparison does not account for 
the transfer of assets by the related 
corporation to a subsidiary after which 
less than 70 per cent of the parent’s 
total assets may be related to assets 
of the corporation in question. 


More-Than-20-Per-Cent Shareholder 


A more-than-20-per-cent share- 
holder’s activities in related corpora- 
tions are taken into account only for 
determining the corporation’s collapsible 
assets with respect to transactions of 
that particular shareholder. How- 
ever, if such a shareholder is a dealer 
without reference to the activities of 
related corporations, his status may 
taint the whole corporation. It seems 
inconsistent to deny capital gain to 
an investor when one more-than-20- 
per-cent shareholder is a dealer and 
grant capital gain to an investor when 

*1. T. 1617, 11-1 CB 119 (1923); Regs. 
Sec. 1.1033(a)-3(2)(1). Code Sec. 1033(g¢), 
added in 1958, provides that real property 
of a “like kind” shall be treated as property 
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such a shareholder uses multiple cor- 
porations to avoid dealership status. 


A more-than-20-per-cent shareholder 
is treated as the seller of the property 
of related corporations only in two 
instances: on a sale or exchange of 
stock in the related corporation and 
on the nonrecognition of gain by the 
related corporation under Section 337. 
It is doubtful that the provision ap- 
plies if the related corporation makes 
a distribution of assets which is treated 
as a sale or exchange. After such a 
distribution the shareholder's subse- 
quent sale of the corporate property 
would presumably be taken into ac- 
count in determining dealership status. 


However, it is arguable that the 
purpose of this provision is to treat 
the shareholder as the seller of his 
share of the assets of the related cor- 
poration whenever the shareholder 
escapes ordinary tax rates on the gain 
attributable to such property. As- 
suming this is so, “sale or exchange” 
might be construed broadly to include 
distributions that are treated as sales 
or exchanges. This construction, how- 
ever, leads to a paradoxical result that 
the shareholder would be treated as 
the seller of property that he acquired 
in the distribution. 


Consideration of this statutory pur- 
pose might be of assistance in deter 
mining whether or not a shareholder 
is to be treated as the seller of his 
share of the assets of the related cor- 
poration if the related corporation is 
itself collapsible. Since the corpora- 
tion is collapsible, it cannot take ad- 
vantage of Section 337, and any gain 
or loss on the sale of property would 
be recognized. The shareholder would 
not be treated as the seller of his pro- 
portional share of that property on a 
subsequent sale of stock because that 


or related in service or use.” The 
“like kind” standard is found in 
Sec. 1031, which permits tax-free exchanges 
of property of a “like kind.” 


“similar 
broader 
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property is no longer an asset of the 
related corporation, Suppose, how- 
ever, that the shareholder sold his 
stock in the collapsible related cor- 
poration before the corporation had 
sold the particular property. The 
shareholder’s gain would be ordinary 
income under the collapsible-corporation 
sections. The purpose of these sec- 
tions is to equate the tax consequences 
of a sale of stock before recognition 
of gain by the corporation with the 
recognition, of gain on the corporate 
level.” By the same logic, therefore, 
the shareholder whose gain on the 
sale of stock is ordinary income should 
not be treated as the seller of his share 
of the related corporation’s property 
since the shareholder would not be 
treated as the seller of property on 
which the corporation had recognized 
gain. 

The special exception to the col- 
lapsible-corporation provision for sales 
or exchanges of stock under the con- 
ditions outlined above does not apply 
“to any sale or exchange of stock to 
the issuing corporation. . . .”"% Ac- 
cordingly, complete or partial liquida- 
tions, redemptions under Section 302 
and nondividend distributions in excess 
of basis are excluded. Since the con- 
structive ownership rules of Section 
318 do not apply unless expressly 
made applicable,” a sale to another 
shareholder who owns 50 per cent or 
more of the corporation’s stock will 
probably not be treated as a sale to 
the corporation although the corpora- 
tion is considered as owning that 
shareholder’s stock under that sec- 
tion. In the case of a shareholder 
who owns more than 20 per cent of 
the corporation’s stock, this special 
exception does not apply to a sale or 
exchange of stock to any of the special 
class of related taxpayers defined in 


* See H. Rept. 2319, 81st Cong., 2d Sess. 
(1950), at p. 97; S. Rept. 2375, 81st Cong., 
2d Sess. (1950), at p. 89. 
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subsection (e). This class of persons 
differs from the class considered for 
determining ownership of stock in 
Section 341(d), and a detailed com- 
parison will be made following the 
analysis of the exceptions themselves. 


The restrictions on the persons to 
whom a shareholder can sell in order 
to qualify under the subsection (e) 
exception are similar to those in Sec- 
tion 1239, which denies capital-gain 
treatment on sales of depreciable prop- 
erty to related persons, The restric- 
tions in subsection (e), however, apply 
regardless of the amount of depreciable 
property held by the corporation. If 
the purpose of such restrictions is to 
prevent related persons from obtain- 
ing a stepped-up basis for depreciable 
property with only the payment of a 
capital-gain tax, it would seem fairer 
to condition such restrictions on the 
existence of appreciated depreciable 
property in the hands of the corporation. 


Distributions in Liquidation and 
Sales or Exchanges of Property 
Under Section 337 


A corporation is not considered col- 
lapsible with respect to a distribution 
to a shareholder in complete liquida- 
tion if the conditions of paragraph (2) 
of subsection (e) are met and if Sec- 
tion 337(a) applies to sales or ex- 
changes of property by the corporation 
under the provisions of paragraph (4). 


For Section 337(a) to apply, the 
corporation must adopt a plan of com- 
plete liquidation, and at all times after 
the adoption of the plan, the net un- 
realized appreciation in subsection (e) 
assets must not exceed 15 per cent of 
the net worth of the corporation. 
Since subsection (e) assets include 
only a corporation’s ordinary-income 
assets and those assets that would be 


* Sec. 341(e)(1). 
* Sec. 318(a). 
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ordinary-income assets in the hands 
of a shareholder who owns more than 
20 per cent of the corporation’s stock, 
a corporation may qualify under Sec- 
tion 337 even though a shareholder 
owning between 5 per cent and 20 per 
cent of the stock may be a dealer or 
though a shareholder owning more 
than 20 per cent of the stock has used 
multiple corporations to escape dealer- 
ship status. If the net unrealized ap- 
preciation in subsection (e) assets 
does not exceed 15 per cent of the 
corporation’s net worth at the time 
the plan of liquidation is adopted, sub- 
sequent sales of property by the cor- 
poration without recognition of gain 
will not increase the proportion of 
unrealized appreciation to net worth. 
A sale of subsection (e) assets will 
reduce the amount of unrealized ap- 
preciation without changing net worth, 
and a sale of nonsubsection (e) assets 
will not affect unrealized appreciation 
of subsection (e) assets nor change 
net worth. Since net worth includes 
amounts distributed in complete liqui- 
dation, the corporation can distribute 
the proceeds from the sale of property 
without affecting the proportion. How- 
ever, this proportion of net unrealized 
appreciation of subsection (e) assets 
to net worth might be changed if a 
dealer-shareholder who owns less than 
20 per cent of the corporation’s stock 
acquires enough stock to own more 
than 20 per cent and thereby increases 
the corporation’s subsection (e) assets. 
In addition, net worth will be reduced, 
and the proportion altered, by the 
accrual of a liability or by an expendi- 
ture that had not been accrued before 
the adoption of the plan. 


Disqualification for Distributing 
Depreciable Property Criticized 


In addition to meeting the “15 per 
cent of net worth” test a corporation 
must sell substantially all of its prop- 


* Report cited at footnote 4, at pp. 33-34. 
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erty within the 12-month period after 
adopting the plan of liquidation and 
must not distribute any property on 
which a deduction for depreciation or 
depletion can be taken by the corpora- 
tion or the distributee. These condi- 
tions were imposed in order to prevent 
shareholders from obtaining a stepped- 
up basis for depreciable assets and 
paying only a capital-gain tax on the 
liquidation, and were intended to make 
the liquidation substantially the same 
as a sale of stock.*° By requiring the 
sale of substantially all of the cor- 
poration’s property, subsection (e) 
avoids the problems of nonaliquot dis- 
tributions of ordinary-income assets. 
The prohibition against the distribu- 
tion of depreciable assets is patterned 
after Section 1239. The complete dis- 
qualification for the distribution of de- 
preciable property seems unnecessarily 
strict, however. Since the corpora- 
tion is required to sell substantially 
all its property, any depreciable prop- 
erty distributed to shareholders could 
only constitute a small portion of its 
assets. Moreover, the shareholders 
can pay a capital-gain tax on liquida- 
tion and are free to buy similar de- 
preciable assets at their fair market 
value. 


Although the exception under para- 
graph (2) applies to complete liquida- 
tions only if Section 337(a) applies 
to sales or exchanges of property by 
the corporation, the Senate report 
states that it is not necessary that 
Section 337(a) apply to all sales of 
property by the corporation.” “Prop- 
erty” under Section 337 does not in- 
clude inventory assets, property held 
for sale to customers, or installment 
obligations acquired in respect of the 
sale of property, unless substantially 
all of these items are sold to one per- 
son in one transaction within 12 months 
after the adoption of the plan of 
liquidation. Although such items are 


“ Report cited at footnote 4, at p. 143. 
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Those who cannot remember 
the past are condemned io repeat it. 
—Santayana. 


not sold to one person in one trans- 
action and the gain is recognized by 
the corporation, a distribution in com- 
plete liquidation may still qualify 
under the exception. Similarly, para- 
graph (4) does not purge a corpora- 
tion of its collapsible status for purposes 
of Section 337 with respect to a sale 
or exchange of property to any more- 
than-20-per-cent shareholder or to any 
person considered to be related to 
such shareholder under the related 
person definition of Section 341(e) (8). 
Therefore, gain or loss will be recog- 
nized by the corporation on such a 
sale, but the corporation will not be 
considered to be collapsible with re- 
spect to a complete liquidation if Sec- 
tion 337 applies to other sales or 
exchanges. Ona sale to such a share- 
holder, the depreciable assets take a 
stepped-up basis at the cost of two 
capital-gain taxes, one by the corpora- 
tion on the sale and the other by the 
shareholder on the liquidation. In 
contrast, a distribution of depreciable 
causes a shareholder to pay 
ordinary rates on his entire gain, not 
just that portion attributable to the 
depreciable property. 


assets 


On a distribution in complete liquida- 
tion under paragraph (2), the classifica- 
tion of a corporation is made with 
respect to each individual shareholder. 
The definition of collapsible 
assets applies as in the exception for 
sales of stock, individual dealership 


same 


* With respect to the requirements for the 
adoption of a plan, see Regs. Sec. 1.337-2. 
See, also, MacLean, “Taxation of Sales of 


Corporate Assets in the Course of Liquida- 
tion, 56 Columbia Law Review 641, 644-649 
(1956). 

“It has been that paragraph 
(2) could never apply because a corporation 
which has sold substantially all its assets 
under paragraph (4) has “realized” its entire 
taxable income and is, therefore,-no longer 
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suggested 


status and activities in related cor- 
porations being taken into account. 
But since the corporation will have 
sold all its assets at the time of liqui- 
dation, the 15-per-cent test must be 
satisfied at all times within 12 months 
after the adoption of the plan of 
liquidation.** Changes in stock hold- 
ings within the 12-month period by 
a particular shareholder will not affect 
the classification of the corporation 
with respect to his gain on liquidation. 
If a corporation is collapsible as to a 
shareholder owning less than 20 per 
cent of the stock, acquisition of enough 
stock to raise his percentage above 
20 per cent may make the corporation 
collapsible as to all shareholders. If 
a corporation is collapsible as to all 
shareholders because a dealer owns 
more than 20 per cent of the stock, 
reduction of holdings by the dealer 
will not change the classification ‘of 
the corporation with respect to any 
shareholder. A corporation may be 
come collapsible during the 12-month 
period with respect to all shareholders 
if a shareholder owning more than 20 
per cent of the stock becomes a dealer 
during that time. If a shareholder 
owning more than 5 per cent of the 
stock becomes a dealer, or if a share 
holder owning more than 20 per cent 
of the stock acquires dealership status 
through sale of stock in a related cor 
poration or sale of property by the 
related corporation under Section 337, 
the corporation may become collapsible 
during the 12-month period with re 
spect to a liquidation distribution to 
that particular shareholder.** 


collapsible under Sec. 341(b). Axelrad, ar- 
ticle cited at footnote 14, at p. 917. Such a 
nullifying construction would presumably not 
be accepted by the courts. “Realized” in 
Sec. 341(b) must be interpreted to mean 
“recognized” in order to give the section 
rational application. Otherwise, a cash-basis 
corporation could sell appreciated property, 
“realize” no income by taking notes in re- 
turn, liquidate, and avoid Sec. 341 altogether. 
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Distributions in Liquidation 
Under Section 333 


Section 333 is a special exception 
to the general rule that the complete 
liquidation of a corporation is a tax- 
able transaction.** It permits the 
deferral of tax on the unrealized ap- 
preciation on distributed assets until 
the subsequent sale by the share- 
holder. Only liquidations in which 
distribution occurs within some one 
calendar month will qualify under 
Section 333, and the special treatment 
of gain is available only to “qualified 
electing shareholders.” * On a dis- 
tribution in complete liquidation, a 
qualified shareholder’s gain is recog- 
nized and treated as a dividend to the 
extent “of his ratable share of the 
earnings and profits of the corpora- 
tion. .’ % The remainder of the 
gain is recognized and treated as capital 
gain to the extent that the cash and 
the value of the stock or securities 
received by him exceeds his ratable 
share of earnings and profits. The 
basis of property received is the same 
as the basis of the shareholder’s stock, 
decreased in the amount of any money 
received and increased in the amount 
Such basis 
is divided among the assets received 


of any gain recognized. 


* A tax-free liquidation provision, substan- 
tially the same as Sec. 333, was first enacted 


as Sec. 112(b)(7) of the Revenue Act of 
1938, 52 Stat. 487, to facilitate the liquidation 
of personal holding companies. This pro- 
vision applied only to complete liquidations 
made during the month of December, 1938. 
The provision was re-enacted several times 
to apply to liquidations made during one 
calendar month in a particular year: by the 
Revenue Act of 1943, Ch. 63, Sec. 120, 58 
Stat. 40, for the year 1944; by the Revenue 
Act of 1950, Ch. 994, Sec. 206(a), 64 Stat. 
931, for the year 1951; by the Revenue Act 
of 1951, Sec. 316(a), 65 Stat. 493, for the 
vear 1952; and by the Technical Changes 
Act of 1953, Sec. 101(a), 67 Stat. 615, for 
the vear 1953. Section 333 contains no time 
limit on its applicability. 

“Except for corporations owning 50 per 
cent or more of the total combined voting 
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according to their fair market values.*’ 
Section 333 has not been frequently 
used since its adoption because of the 
“penalty” in the dividend treatment 
of gain to the extent of earnings and 
profits.** 


Section 333 is specifically inappli- 
cable to collapsible corporations, but 
subsection (e) contains a special excep- 
tion to the collapsible-corporation pro- 
enable the shareholders 
of more corporations to postpone gains 
on liquidation.*® A corporation is 
considered noncollapsible for purposes 
of Section 333 if the net unrealized 
appreciation in subsection (e) assets 
does not exceed 15 per cent of the 
corportion’s net worth. The deter- 
mination is made with regard to the 
corporation, not for each individual 
shareholder as in the sale of stock or 
complete liquidation. A unique defini- 
tion of subsection (e) assets is used 
for this determination, however. It 
takes into account the status of any 
shareholder owning more than 5 per 
cent of the stock rather than more 
than 20 per cent.*° A shareholder’s 
activities in related corporations will 
not affect his status as a dealer for 
purposes of ascertaining subsection 
(e) assets. In contrast to the excep 
tion under paragraph (2) for com- 


visions to 


power, which are excluded, shareholders are 
divided into two groups, noncorporate and 
corporate, for purposes of determining whether 
they qualify under Sec. 333. An electing 
shareholder of either group is qualified if 
elections have been made by other share- 
holders of his group who own at least 80 
per cent of the total combined voting power 
of all classes of stock owned by the group 
This discussion will pertain only to non- 
corporate shareholders, who are most com- 
monly involved in collapsible-corporation 
arrangements. 

* Sec. 333(e)(1) 

* Regs. Sec. 1.334-2 

* Hearings on General Revenue 
Before the House Committee 
Means, 85th Cong., 2d Sess. 
at p. 2587 

* Sec. 341(e)(3) 

” Sec. 341(e)(5)(B) 


Revision 
on Ways and 
(1958), pt. 3, 








plete liquidations under Section 337, 
this exception does not require a cor- 
poration to sell substantially all its 
property nor prohibit the distribu- 
tion of depreciable property to share- 
holders. If a corporation has no earn- 
ings and profits and subsection (e) 
applies, the Section 333 exception 
offers an opportunity to avoid the 
stringent requirements for liquidation 
under the Section 337 exception. 


Benefits in Using Subsidiary 


The advantages of a Section 333 
liquidation may be further enhanced 
by the use of a subsidiary. Suppose 
that a parent holds the stock of a 
noncollapsible subsidiary which has 
earnings and profits of $20. The stock 
has a value of $170. The parent, 
which has no earnings and profits, 
also holds a depreciable subsection 
(e) asset with a basis of $100 and a 
value of $140. The exception under 
subsection (e) applies since the net 
unrealized appreciation of subsection 
(e) assets ($40) is only 12.9 per cent 
of the parent’s net worth ($310). On 
a Section 333 distribution of the par- 
ent, the shareholder would recognize 
no ordinary income since there are no 
“earnings and profits of the corpora- 
tion.” ** By analogy to the Sansome 
case,** courts might not interpret the 
words “the corporation” so narrowly 
and attribute the subsidiary’s earn- 
ings and profits to the parent. In 
Sansome, however, the old corpora- 
tion, which had earnings and profits, 
had transferred its assets to the new 
corporation in a tax-free reorganiza- 


tion. The same business was merely 
being conducted in a new corporate 
shell. After Sansome, the courts ruled 
that the parent acquired the earnings 
and profits of the subsidiary upon a 
tax-free liquidation ; ** and this rule is 
presently incorporated in Section 381. 
It seems unlikely, however, that the 
courts would disregard the corporate 
entity in a Section 333 liquidation and 
attribute the subsidiary’s earnings to 
the parent when there has been no 
transfer of assets and the subsidiary 
is still in existence and continuing in 
business. If the shareholder’s basis is 
$260, his gain on liquidation is $50. 
Since the value of stock or securities 
received ($170) exceeds earnings and 
profits (zero) by more than the gain, 
the entire $50 is capital gain.** The 
basis of the subsection (e) asset is 
$140, and the basis of the stock is 
$170. The subsidiary can then be 
liquidated without further tax to the 
shareholder. On the other hand, if no 
subsidiary had been used, the parent 
would have had the $20 in earnings 
and profits. The parent would still 
be noncollapsible for purposes of Sec- 
tion 333 under the subsection (e) 
exception. Assuming a distribution of 
$170 in cash and the subsection (e) 
asset, the individual shareholder 
would recognize $20 of ordinary in- 
come and $30 of capital gain. The 
basis of the subsection (e) asset 
would be $140. 


It will be noted in the above exam- 
ple, that when the subsidiary was 
employed, the shareholder acquired 
the depreciable subsection (e) asset 
in the distribution at a stepped-up 





“Sec. 333(e)(1). (Italics supplied.) 


“Commissioner v. Sansome, 3 ustc J 978, 
60 F. 2d 931 (CA-2), cert. den., 287 U. S. 
667 (1932). 


* Robinette v. Commissioner, 45-1 ustc 
{ 9228, 148 F. 2d 513 (CA-9). But cf. Com- 
missioner v. Phipps, 49-1 ustc 9204, 336 
U. S. 410. 

“The value of stock or securities will not 
be taken into account in computing gain un- 
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less acquired by the corporation after De- 
cember 31, 1953. (Code Sec. 333(e)(2).) 
If assets are transferred to a subsidiary in 
exchange for stock, the stock is “acquired” 
by the corporation at the time of transfer 
even though its holding period is deter- 
mined with reference to the holding period 
of the assets. Cf. Rev. Rul. 58-92, 1958-1 
CB 174. 
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basis with the payment of a single 
capital-gain tax. Thus, while a com- 
plete liquidation under Section 337 in 
which depreciable property is dis- 
tributed cannot qualify under the 
subsection (e) exception, the same 
result can be achieved in some cases 
through a Section 333 liquidation. As 
shown in the example above, a sub- 
sidiary is not essential to obtaining a 
stepped-up basis for depreciable as- 
sets. Capital gain, and an equivalent 
increase in basis, occurs whenever a 
shareholder’s gain and the value of 
cash and securities received exceed 
his share of earnings and profits. 


Section 333 contains no requirement 
that each asset of the corporation be 
distributed pro rata among share- 
holders. While the only example in 
the regulations is such an “aliquot” 
distribution,*® the Treasury has ap- 
parently not taken the position that a 
“nonaliquot” distribution will be 
denied Section 333 treatment. The 
possibility of tax avoidance through 
a nonaliquot distribution under the 
subsection (e) exception is minimized 
by taking into account the dealership 
status of all shareholders holding 
more than 5 per cent of a corpora- 
tion’s stock in determining whether 
the corporation qualifies. However. 
when the unrealized appreciation of 
subsection (e) assets is 15 per cent 
of net worth or less, assets can be 
distributed to shareholders who will 
pay the least tax on a subsequent sale. 
Thus, highly appreciated assets can 
be distributed to shareholders in the 
lower tax brackets, and property 
which would be an ordinary-income 
asset in the hands of a dealer can be 
distributed to a nondealer. It may be 
that the dividend treatment of gain, 
to the extent of earnings and profits, 


* Regs. Sec. 1.333-4(c) (2). 

“This recommendation has been made 
by the Advisory Group on Subchapter C, 
report cited at footnote 20, at pp. 32-33. 
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is deemed to be a sufficient deterrent 
to large-scale tax reduction without 
introducing statutory provisions for 
nonaliquot distributions. However, 
since this penalty rules out deferred 
recognition in many cases where dis- 
tributions would be aliquot, a more 
reasonable course would be to drop 
the dividend tax and adopt the me- 
chanics of the partnership sections 
which treat nonaliquot distributions 
as a sale or exchange and provide that 
the inventory items retain their char- 
acter in the hands of the share- 
holder.*® 


Constructive Ownership and 
Related Persons 


Subsection (e) contains a conglom- 
eration of constructive ownership 
rules that seem to bear little logical 
relationship to one another.*’ The 
constructive-ownership rules pertain- 
ing to personal holding companies, as 
expanded by Section 341(d), are ap- 
plicable in determining whether a 
person owns more than 5 per cent or 
more than 20 per cent of a corpora- 
tion’s stock.** For this purpose, the 
family of an individual includes his 
spouse, ancestors and lineal descend- 
ants, and their spouses, and his 
brothers and_ sisters, and_ their 
spouses.*® Once a person is found to 
own more than 20 per cent of the 
stock, Section 341(e)(8) defines the 
persons who are considered to be re- 
lated to that shareholder. Sales of 
stock to such persons by that share- 
holder and sales of depreciable prop- 
erty to such persons by the corporation 
do not qualify under the subsection 
(e) exceptions. For this purpose, 
persons related to an individual in- 
clude only his spouse, ancestors, 


“See Anthoine, article cited at footnote 
18, at pp. 1192-1193. 

*Sec. 341(e)(10). 
footnote 4, at p. 146. 

” Sec. 341(d)(1). 


See report cited at 
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lineal descendants, and a corporation 
that is controlled by the individual. 
Control is defined as the ownership 
of stock having at least 50 per cent of 
the total voting power or at least 
50° per cent of the total value of all 
classes of stock. In determining own- 
ership for purposes of determining 
control, still another set of rules is 
followed—those pertaining to transac- 
tions between related taxpayers under 
Settion 267(c). However, Section 
341(e)(8) confines an_ individual's 
family for this purpose to his spouse, 
ancestors and lineal descendants. 
Perhaps the most far-reaching con- 
sequence of the constructive-owner- 
ship rules is in the determination of 
. the subsection (e) assets of a corpora- 
»tion. Thus, a dealer who owns no 
‘stock but who is within the family or 
who is a partner of a shareholder who 
owns more than 20 per cent of the 
stock will be considered to own more 
than 20 per cent of the stock. If a 
shareholder who owns or is consid- 
ered to own more than 20 per cent of 
the stock is a dealer in assets held by 
the corporation, those assets will be 
subsection (e) assets and the whole 
corporation may be tainted. As 
pointed out above, the family group 
is so broad, extending to spouses of 
brothers, sisters and lineal descend- 
ants, that taxpayers may find them- 
selves to be shareholders in a 
collapsible corporation quite unex- 
pectedly. Under Section 544 there is 
no “reattribution” of stock owned by 
a partner or family member. For 
A and B, who are part- 
ners, each own 11 per cent of the 
stock of X Corporation, both A and 
B will be considered to own more 
than 20 per cent; the rules will not 
be applied again to stock that A is 
therefore, C, a 


instance, if 


considered to own; 


dealer who is A’s son, will not be con- 
sidered to own B’s shares and will be 
considered to own only A’s 11 per 
cent. If C owns 2 per cent of the 
stock, there is no provision similar to 
Section 341(d) whereby his dealer- 
ship status will taint the whole cor- 
poration because he owns stock which 
is considered to be owned by another 
shareholder (A) who owns (or is con- 
sidered to own) more than 20 per cent 
of the stock. Section 544 does pro- 
vide for reattribution, however, when 
stock owned by corporations, partner- 
ships or trusts is considered to be 
owned proportionately by the share- 
holders, partners or beneficiaries. 
Since there is no back attribution 
under Section 544, stock owned by a 
shareholder, partner or beneficiary is 
not considered to be owned by the 
corporation, partnership or trust. 


While the constructive-ownership 
rules pertaining to subsection (e) as- 
sets seem unnecessarily broad, the 
rules pertaining to shareholders who 
own more than 5 per cent but not 
more than 20 per cent of the stock are 
narrow enough to permit tax avoid- 
ance. Except for the exception relat- 
ing to Section 333, the dealership 
status of those shareholders affects 
only the tax consequences to the par- 
ticular individual on a sale of stock or 
distribution in complete liquidation. 
Accordingly, if the wife of a dealer 
owns 15 per cent of the stock and her 
husband owns none, the dealership 
status of the husband will not affect 
the tax consequences to the wife since 
the corporation’s assets would not 
produce ordinary income in the hands 
of “the shareholder.” ™ 


Inconsistencies in Section 341(e)(1) 
Certain inconsistencies occur in Sec- 
tion 341(e)(1), which excludes sales 





* The terms “reattribution” and “back at- 
tribution” are borrowed from Ringel, Sur- 
rey and Warren, “Attribution of Stock 
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Ownership in the Internal Revenue Code, 
72 Harvard Law Review 209 (1958). 
™ Sec. 341(e)(1)(B), (2)(B). 
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by a shareholder owning more than 
20 per cent of the stock (as defined 
under the enlarged personal-holding- 
company rules) to a related person 
(as defined in subsection (e)). For 
example, if two brothers each own 11 
per cent of the stock, both are share- 
holders who “own” more than 20 per 
cent of the stock; but since brothers 
are not “related persons,” as defined 
in subsection (e), a sale of stock by 
one to the other is not within the 
exclusion. Similarly, the use of three 
separate sets of rules may produce 
confusing complexities and illogical 
results in paragraph (4), which re- 
quires corporate recognition of gain 
or loss on sales to any shareholder 
owning 20 per cent or more of the 
stock or to any person related to such 
a shareholder. Suppose that A owns 
15 per cent of the stock of X Corpo- 
ration and 50 per cent of the stock of 
Y Corporation. Y Corporation also 
owns 15 per cent of the stock of X 
Corporation and owns 90 per cent of 
Z Corporation. Since A is considered 
to own 50 per cent of Y’s stock in X 
under the personal-holding-company 
rules,®*? A owns more than 20 per cent 
of the X Corporation stock. There- 
fore, on a sale of depreciable property 
to A by X Corporation, X would 
recognize gain. Since Y Corporation 
is a person related to A under sub- 
section (e), a sale to Y Corporation 
would also produce gain to X. Z Cor- 
poration is related to Y under sub- 
section (e) since Z is controlled by Y. 
However, because there is no back 
attribution, Y Corporation does not 
own more than 20 per cent of the 
X stock. 
sidered to own only 45 per cent of 
the stock of Z under Section 267(c) 
(1), Z Corporation is not related to a 
shareholder owning more than 20 per 
cent of the stock of X Corporation. 


In addition, since A is con- 


Therefore, on a sale of property to Z, 


The simple truths are: 

we cannot spend ourselves rich; 
we cannot pay today’s bills with 
tomorrow's taxes; we cannot 
solve anything with fiscal quackery; 
we cannot repeal basic economic 
laws even if we were willing 

to accept totalitarian 
regimentation; we must govern 
ourselves with fiscal rhyme 

and monetary reason.— 
Representative Jackson E. Betts. 


X would not recognize gain. Also, 
suppose two brothers each own 15 
per cent of the stock of M Corpora- 
tion and 45 per cent of the stock of 
N Corporation. Both brothers are 
considered to own more than 20 per 
cent of the stock of M Corporation. 
On a sale of depreciable property to 
either brother, M Corporation would 
recognize gain. However, since the 
family group, for purposes of de- 
termining control, does not include 
brothers, sisters or their spouses,®* N 
Corporation is not controlled by either 
brother and, on a sale to N, M would 
not recognize gain. 

There seems to be no iogical reason 
why different rules of constructive 
ownership are needed for determining 
whether a person owns more than 20 
per cent of a corporation’s stock, 
whether another person is “related” 
to such a shareholder, and whether 
such a shareholder is in control of a 
corporation. Nor does there seem to 
be a substantial risk of tax avoid- 
ance in excluding brothers and sisters, 
and their spouses, from the family 
group. It does seem advisable, how- 
ever, to include lineal 
descendants in order to prevent cir- 
cumvention of the rules by a division 
of stock between husband and wife. 
The same result could be achieved 
by a general reattribution provision, 


spe yuses ¢ of 








® Sec. 544(a). 
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“Sec. 341(e)(8). 
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but this alternative could extend 
constructive ownership to ludicrous 
extremes. The necessity for back 
attribution is mitigated by including 
within the definition of persons “re- 
lated” to a shareholder other corpo- 
rations controlled by such shareholder. 
The definition of “related persons” 
does, however, contain one avenue 
of possible avoidance of the prohibi- 
tions against the sale of stock and 
depreciable property to persons related 
to shareholders; it permits transfers 
to multiple trusts or partnerships with- 
out disqualification. 


Fifteen-Per-Cent Test 


For any of the subsection (e) ex- 
ceptions, discussed above, to apply, 
the unrealized appreciation on certain 
defined assets must not exceed 15 per 
cent of the corporation’s net worth. 
This objective test seems preferable 
to the conditions in the Section 341 
(c) presumption which compare un- 
realized appreciation with asset basis 
and the value of collapsible assets 
with the value of total assets. A 
measuring rod of net worth, in contrast 
to asset basis, prevents shareholders 
from realizing substantial profits on 
their investment at capital-gain rates 
by using a high proportion of debt 
financing. If the shareholders had 
held the collapsible property as indi- 
viduals, whether it was purchased 
with borrowed funds or with the 
individual’s own funds, would not 
affect the tax liability on his gain. 
Therefore, to comport with the pur- 
poses of the collapsible-corporation 
provisions, the same result should 
follow if a corporation is used. 


The original definition of a collaps- 
ible corporation, presently contained 


“Although the statute is not clearly 
worded, both the regulations and the courts 
have construed “principally” to refer to the 
relationship between production or purchase 
and the corporation’s other activities. (Regs. 
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in Section 341(b), required that the 
principal activity of the corporation 
be the production or purchase of prop- 
erty.°* The presumption of Section 
341(c) watered down this test based 
on the degree of corporate activity by 
introducing a comparison of the value 
of collapsible assets to the value of 
total assets, but excluding from total 
assets cash, securities and capital-asset 
obligations. The 15-per-cent test is a 
further departure from a test based 
on a “principal activity,” and is in- 
tended to fix a relatively small amount 
of potential ordinary income which 
will be permitted to escape ordinary 
tax rates.*> The amount, 15 per cent, 
is arbitrary and might be raised for 
administrative convenience or lowered 
to increase the revenue. 


A corporation’s net worth, which 
is the fair market value of its assets 
minus its liabilities, is the measuring 
rod for the 15-per-cent test. It is 
apparent that the net-worth measur- 
ing rod can be increased by large 
amounts of equity capital obtained 
by sale of stock or by contributions. 
To reduce the temptation to boost 
capital, Section 341(e)(7) provides 
that during the preceding one-year 
period any increase in net worth that 
is attributable to receipts from the 
sale of the corporation’s own stock 
or contributions to capital shall not 
be taken into account in determining 
net worth unless a “bona fide business 
purpose” is shown. However, a spe- 
cific one-year cutoff creates a nega- 
tive inference that the courts should 
not inquire into the business purposes 
for contributions to capital or sales 
of stock one year and a day before 
net worth is determined. While this 
objective provision is intended to re- 


Sec. 1.341-5(b)(3); Burge v. Commissioner, 
58-1 ustce J 9379, 253 F. 2d 765, 767 (CA-4); 
Weil v. Commissioner, 58-1 ustc J 9357, 252 
F. 2d 805, 806 (CA-2). 

” Report cited at footnote 4, at p. 33. 
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duce tax avoidance, it may have the 
opposite effect. 


Fair Market Value Determination 


The determination of both net worth 
and unrealized appreciation requires 
a determination of the fair market 
value of assets held by the corpora- 
tion. Subsection (e) does not elaborate 
on the term “fair market value,” nor 
do the regulations for Section 341(c), 
in which the same term is used.°® The 
statute and regulations for the liquida- 
tion sections are also silent on the 
appraisal standards to be used. With 
respect to collapsible property “fair 
market value” might mean wholesale 
price or retail sales price. In the case 
of noncollapsible property, either going- 
concern value or appraised value might 
be used. In an ordinary liquidation 
the mere fact that the corporation is 
liquidating suggests that liquidation 
values and wholesale prices are ap- 
propriate. The collapsible-corporation 
provision, however, is intended to 
prevent the avoidance of ordinary tax 
rates on unrealized appreciation, that 
is, income that would ordinarily be 
recognized on the sale of the property. 
To properly measure potential ordi- 
nary income, it seems necessary to 
use sales prices for valuing collapsible 
property, rather than wholesale prices. 
The valuation of noncollapsible prop- 
erty also poses difficulties. When stock 
is sold, the corporation remains in 
existence, and a going-concern value 
seems proper. However, in a Section 
333 liquidation, the corporation is no 
longer a going concern, and, hence, 
the appraised value of the individual 
assets seems correct. Neither tech- 
nique need be followed in a complete 
liquidation under Section 341(e) (2); 
the corporation will have sold its prop- 


“It has been suggested that sales price 
be used as “fair market value” for purposes 
of the Sec. 341(c) presumption. Cohen, 
Gelberg, Surrey, Tarleau and Warren, “Cor- 
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erty, and values ascertained by an 
arm’s-length exchange will be available. 


Since assets on which the gain is 
treated only in part as ordinary in- 
come are subsection (e) assets, the 
statute provides that only the amount 
of unrealized appreciation which is 
equal to the ordinary-income portion 
of the gain shall be included in com- 
puting the net unrealized appreciation 
on subsection (e) assets.°7 Any un- 
realized depreciation on such assets 
is treated as a capital loss upon a sale 
or exchange but is, nevertheless, off- 
set against the total unrealized appre- 
ciation of subsection (e) assets to 
obtain the net figure. In the case of 
two such assets, discount bonds under 
Section 1232 and emergency facilities 
under Section 1238, the potential ordi- 
nary income is a portion of the un- 
realized appreciation. However, in the 
case of Section 306 stock, unrealized 
appreciation (fair market value minus 
basis) does not measure the amount 
of potential ordinary income. For 
example, if the stock’s fair market 
value at distribution and its ratable 
share of earnings and profits were 
$100 and the basis were $50, a present 
sale for any price between $100 and 
$150 would produce $100 of ordinary 
income. However, if the present value 
is $120, unrealized appreciation, as 
defined in subsection (e), would be 
$70. A more paradoxical result would 
occur if the present value dropped 
below basis; although the entire pro- 
ceeds on sale would be ordinary 
income, there would be unrealized 
depreciation under subsection (e). In 
order to account for the potential 
ordinary income in Section 306 stock, 
the definitions in Section 341(e)(6) 
(D) will either have to be stretched 
or amended. 


porate Liquidations Under the Internal Rev- 
enue Code of 1954,” 55 Columbia Law Review 
37, 50 (1955). 

* Sec. 341(e)(6)(D). 
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Differentiation Problems 
in Net-Worth Determination 

The amount of a corporation's net 
worth will often depend upon the 
classification of a security as debt or 
equity. It is questionable, however, 
whether there should be such a radical 
distinction between bonds and pre- 
ferred stock which may have essen- 
tially the same characteristics. The 
problems of differentiation that will 
arise in determining net worth are 
similar to those that occur in other 
contexts. In the thin-capitalization 
cases in which the corporation claims 
a deduction for interest ** or the indi- 
vidual claims an ordinary loss for a 
bad debt,®°® the Commissioner has 
argued that securities which are de- 
nominated as debt should be treated 
as stock. Under Section 341, however, 
it is the taxpayer-shareholder who 
may raise the same arguments of high 
debt-equity ratio, holdings proportional 
to common-stock ownership, and lack 
of creditor safeguards © in order to 
treat the “debt” as equity and thereby 
obtain a higher net worth for pur- 
poses of the 15-per-cent test. On the 
other hand, if the securities are de- 
nominated as preferred stock, certain 
features of the “stock” may cause the 
Commissioner to treat it as debt. For 
instance, provisions for cumulative 
dividends, mandatory sinking fund 
set up out of earnings, short sinking 


*For example, John Kelley Company v. 
Commissioner, 46-1 ustc § 9133, 326 U. S. 
521. 

* For example, Gilbert v. Commissioner, 
57-2 ustc J 9929, 248 F. 2d 399 (CA-2). 

“The various factors which may cause 
a court to treat “debt” as stock are analyzed 
in Bittker, “Thin Capitalization: Some Cur- 
rent Questions,” 34 Taxes 830 (1956); Span- 
bock, Carro and Katz, “Nourishing the Thin 
Corporation,” 34 Taxes 687 (1956); Note, 
55 Columbia Law Review 1054 (1955). 

“See DeWind, “Preferred Stock ‘Bail- 
Outs’ and the Income Tax,” 62 Harvard 
Law Review 1126, 1150 (1949). 

"“ Their distinguishing features vanish 
when astute manipulation of the broad per- 
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fund period, and callability at the 
option of the corporation make the 
securities essentially equivalent to 
bonds.** Despite the similarities be- 
tween bonds and some types of pre- 
ferred stock,®* the courts in other areas 
have honored the formal distinction. 
In applying the judicially developed 
doctrine of continuity of interest the 
courts found sufficient continuity to 
sustain a reorganization when the old 
shareholders received preferred stock * 
but not when they received bonds.™ 
Also, while treating a distribution of 
bonds to shareholders as a taxable 
dividend,® in the preferred-stock-bail- 
out cases, the courts permitted a tax- 
free distribution of preferred stock 
with characteristics much like bonds.** 
In light of this background, it seems 
unlikely that courts will treat pre- 
ferred stock as debt for purposes of 
Section 341. 

The discrepancy between debt and 
equity in the computation of net worth 
may lead to circumvention of the 
15-per-cent test by obtaining high 
leverage with senior classes of stock 
rather than bonds. Financial institu- 
tions such as insurance companies 
are often permitted to acquire pre- 
ferred stock and have shown their 
willingness to assist in tax-reduction 
schemes in the past.® Legislative 
action may be required in the future, 
therefore, to set up statutory criteria 


missions of modern incorporation acts re- 
sults in a ‘security device’ which is in truth 
neither a stock nor bond, but the half-breed 
offspring of both.” (Case cited at footnote 
58, at p. 535 (opinion of Mr, Justice Rut- 
ledge).) 

™ John A. Nelson Company v. Helvering, 
36-1 ustc J 9019, 296 U. S. 374 (1935). 

* LeTulle v. Scofield, 40-1 ustc J 9150, 308 
U. S. 415, 

® Basley v. Commissioner, 47-2 ustc { 9373, 
331 U. &. 737. 

® See, for example, Chamberlin v. Commis- 
stoner, 53-2 ustc §9576, 207 F. 2d 462 
(CA-6), cert. den., 347 U. S. 918 (1954). 

* See case cited at footnote 66. 
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to differentiate debt from equity, such 
as a nonexclusive definition of debt 
that would include classes of stock 
which have a dividend or liquidation 
preference. 


Conglomerate Confusion in Section 341 


Subsection (e) adds another test to 
the confusing conglomeration of pre- 
sumptions, tests and rules found in 
subsections (b), (c) and (d). If a 
corporation meets the 15-per-cent test 
and the transaction fits the terms 
of the specific exceptions, the other 
tests and rules are immaterial. Con- 
versely, although the 15-per-cent test 
is not met, the other tests and rules 
may insulate all or part of a share- 
holder’s gain from Section 341(a). 
As will be seen from the following 
comparisons, the variety of tests in 
Section 341 undercut each other and 
do not create any rational, workable 
distinctions between collapsible and 
noncollapsible corporations. 


It is to be expected that the 15-per- 
cent test will produce different results 
than the dual objective standards of 
the Section 341(c) presumption. These 
standards are the ratio of the value 
of the corporation’s Section 341 assets 
to the total assets of the corporation 
and the ratio of the unrealized appre- 
ciation on Section 341 assets to their 
basis. For example, assume that a 
corporation holds inventory with a 
basis of $10,000 and a value of $13,000 
and also holds $10,000 cash. This 
corporation is presumed to be collaps- 
ible under Section 341(c) since the 
fair market value of the inventory 
($13,000) is more than 120 per cent 
of ($10,000) and since the 
value of the inventory is greater than 
50 per cent of the value of the corpora- 
tion’s total assets ($13,000). (“Total 


assets” does not include cash, stock 


its basis 


in other companies, or obligations 
which are capital assets.) However, 
the exceptions under Section 341(e) 
would apply since net unrealized ap- 
preciation ($3,000) is less than 15 per 
cent of the corporation’s net worth 


($23,000). 


The recognition of a “substantial 
part” of taxable income from collaps- 
ible property will render Section 341 
inapplicable even though the corpora- 
tion is presumed to be collapsible and 
the 15-per-cent test is not met. If a 
corporation has property for sale to 
customers with a value of $200,000 
and a basis of $150,000, $10,000 cash 
and a liability of $150,000, it is collaps- 
ible under all tests. If the corporation 
sells half the property, recognizing 
gain of $25,000, its assets will consist 
of ordinary income property with a 
basis of $75,000 and a value of $100,000 
and cash of $97,000 ($10,000 plus 
$87,000 after-tax proceeds from the 
sale). Although the net unrealized 
appreciation ($25,000) far exceeds 15 
per cent of net worth ($47,000), and 
the Section 341(c) presumption arises, 
assuming that 50 per cent of taxable 
income is a substantial part, the cor- 
poration is not collapsible. Assuming 
a sale of all the stock for $47,000 by 
the original shareholder, whose basis 
is $10,000, the entire gain of $37,000 
would be capital gain. It is clear from 
this example that the objective of the 
15-per-cent test, to eliminate the ad- 
vantages of debt financing, can be 
largely vitiated by partial recognition 
of income at the corporate level. 


Even though a corporation does 
not meet the 15-per-cent test and has 
not recognized a substantial part of 
the taxable income on its collapsible 
property, the limitations of Section 
341(d) may permit capital-gain treat 
ment. Under the 70-per-cent rule,® 





* Under Sec. 341(d) a shareholder’s gain 
is capital gain unless more than 70 per cent 
of such gain is attributable to property 
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which has been manufactured, constructed, 
produced or purchased. 
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| think that taxes ought to be 

based on ability to pay. 

The question is raised as to how 
would the Senator from Oregon raise 
the money needed for Government 
services. Would he increase the 
income tax? To those suggesting that 
an increase in the income taxes is 
something unthinkable and 

horrible, my answer is | would 
increase the income tax if that is 

the alternative to increasing sales 
taxes. . . . | would eliminate 

the loopholes in the present tax 
structure.—Senator Wayne Morse. 


for example, if less than 70 per cent 
of a shareholder’s gain is attributable 
to collapsible property, his entire gain 
will be capital gain. This will occur 
if a substantial portion of a sharehold- 
er’s gain is attributable to accumulated 
earnings or unrealized appreciation in 
noncollapsible property. Thus, if a 
corporation holds collapsible property 
with a basis of $50 and a value of $150 
and noncollapsible property with a 
basis of $50 and a value of $150, sub- 
section (e) does not apply. Under the 
70-per-cent rule, the entire gain of 
the sole shareholder, whose basis is 
$50, is capital gain since only 40 per 
cent of his gain is attributable to 
collapsible property. In addition, al- 
though the 15-per-cent test is not met, 
a portion of a shareholder’s gain may 
be insulated from Section 341(a) under 
the three-year rule. That portion of 
a shareholder’s gain attributable to 
produced or purchased property over 
three years old will be capital gain 
even though such property is included 
in a corporation’s subsection (e) assets. 


Through the application of the 15- 
per-cent test, the “substantial part” 
criterion, and the 70-per-cent rule, a 
corporation may come within the ambit 
of subsection (e) by the use of a 
subsidiary to hold collapsible property 
when the corporation would not qualify 
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if it had held the property itself. The 
stock in a subsidiary is a subsection 
(e) asset if that stock would produce 
ordinary gain when sold by the parent. 
However, if the subsidiary itself meets 
the 15-per-cent test, if the subsidiary 
has recognized a substantial part of 
the taxable income from its collapsible 
property or if less than 70 per cent 
of the gain that would be recognized 
by the parent on a sale of the sub- 
sidiary’s stock would be attributable 
to the subsidiary’s collapsible prop- 
erty, the subsidiary’s stock would 
produce capital gain if sold by the 
parent. Therefore, the subsidiary’s 
stock would not be a subsection (e) 
asset, and the unrealized appreciation 
on any collapsible property held by 
the subsidiary would not be included 
in the unrealized appreciation on the 
parent’s collapsible property for pur- 
poses of the 15-per-cent test. 

One of the paradoxical consequences 
of the 15-per-cent test, as well as the 
70-per-cent limitation of Section 341 
(d), is that the accumulation of earn- 
ings on the corporate level is encour- 
aged. Accumulation increases net 
worth, avoids ordinary tax rates on 
dividend distributions, and may result 
in a shareholder’s entire gain being 
treated as capital gain. Conversely, 
dividend distributions on which a 
shareholder is taxed reduce net worth 
and may result in a_shareholder’s 
entire gain being taxed at ordinary 
rates. In contrast, the Section 341(c) 
presumption practically eliminates the 
inducement to accumulate earnings 
by excluding cash, stock in other cor- 
porations and obligations which are 
capital assets from the corporation’s 
total assets. If a percentage-of-net- 
worth test is to be used to determine 
whether a shareholder’s entire gain is 
to be treated as ordinary income or 
capital gain, in order to avoid the 
incentive to accumulate earnings it 


(Continued on page 948) 
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Stock Redemption Agreements 


Funded by Life Insurance 
By JOEL IRVING FRIEDMAN and HENRY L. WHEELER, Jr. 


Particular circumstances in each case determine the problems that should 

be dealt with at the time the stock redemption agreement is made. 

The possible problems and guides to their solution are presented 

in this article, which was the subject of an addess by Mr. Friedman before 

the Fourth Annual Insurance Forum of the Brooklyn Law School; the article 

also was published in the June, 1959 Insurance Law Journal. Mr. Friedman 

is a member of Nathan, Mannheimer, Asche, Winer & Friedman, New York City, 
and is chairman of the Sub-Committee on Estate and Gift Tax— 

Life Insurance, American Bar Association. Mr. Wheeler is a member of the 

New York bar and counsel to The Estate Planning Corporation. 


N PLANNING an agreement for the purchase of stock on the 

death of a stockholder of a closed corporation, a question to be 
determined at the outset is whether the decedent’s stock is to be 
bought by the surviving stockholders individually or whether it is to 
be bought by the corporation. The main advantage of the corporate 
purchase is that corporate funds are used to pay the purchase price, 
and where life insurance is carried to fund the agreement, it is the 
corporation which pays the premiums. This can be an important 
advantage where the stockholders individually do not have sufficient 
funds to consummate the purchase or to pay the premiums and are 
already receiving from the corporation the maximum compensation 
which would be regarded as reasonable, so that any additional with- 
drawals from the corporation would be treated as dividends taxable to 
the stockholders and not deductible by the corporation. 


On the other hand, where the corporation is to buy the decedent’s 
stock, the life insurance carried to fund the agreement is a corporate 
asset subject to the claims of its creditors, so that if the corporation 
encounters financial difficulty it may develop that the insurance is not 
available for purchase of the decedent’s stock.? Nevertheless, the 








*Where the corporation is to purchase the decedent’s stock, the agreement 
is referred to as a stock retirement or stock redemption agreement. Where the 
surviving stockholders are to purchase the decedent’s stock, the agreement is 
referred to as a buy-sell agreement. 

* This is a disadvantage to the decedent’s estate rather than to the survivor. 
The survivor, who hopes to continue the business, may even benefit from the 
fact that the insurance proceeds are available for the payment of claims of 
creditors, 
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availability of funds in the corpora- 
tion for the payment of premiums, 
and the inability or unwillingness of 
the individual stockholders to use 
their own funds for that purpose, will 
often make the corporate purchase 
attractive. However, the corporate 
purchase presents certain problems 
which we shall now consider. 


Restriction Against Corporate 
Purchase Where No Surplus Exists 


In many jurisdictions, a corpora- 
tion may purchase its own stock 
only out of surplus.* Accordingly, if 
no surplus, or an insufficient surplus, 
exists at the time when the corpo- 
ration is obligated to consummate 
the purchase, the corporate obliga- 
tion cannot be enforced. 

In many cases where there would 
otherwise be no surplus, the proceeds 
of insurance carried by the corporation 
on the life of the deceased stockholder 
will serve to create the required sur- 
plus.* As an additional safeguard, the 
agreement may provide that if the 
required surplus does not exist, all 
the stockholders will vote their stock 
in favor of reducing the capital of the 
corporation, thus creating a surplus 
which will be available to pay for the 
stock of the deceased stockholder.® 
Where the book value of the corpo- 
rate assets is substantially less than 
their market value, the required sur- 
plus may be created by a revaluation 
of the corporate assets.® 


The agreement can provide that if 
there is still an insufficient surplus, 
the surviving stockholders individu- 
ally will purchase the shares which 
the corporation is unable to buy. An 
alternative to the individual purchase 
is to bind all the stockholders to vote 
their stock in favor of dissolving the 
corporation, with the first proceeds 
of the dissolution going to the de- 
cedent’s estate in payment for its 
stock. This latter alternative has the 
practical effect of imposing on the 
surviving stockholders the burden of 
making the required funds available 
to the corporation if they desire to 
avoid dissolution. 


Premium Payments by Corporation 
as Constructive Dividends 


Whenever corporate surplus is dis- 
tributed to or for the benefit of a 
stockholder, the Internal Revenue 
Service takes a good, hard look to 
see whether the distribution can be 
treated as a dividend, and this applies 
where surplus comes out of a corpo- 
ration by way of a stock redemption. 
In the stock redemption situation, 
the earliest point of time when the 
government has an opportunity to 
urge that a dividend has been dis- 
tributed is when premiums are paid 
by the corporation on life insurance 
carried to fund the stock redemption 
agreement.’ 

In two recent cases, Prunier v. Com- 
missioner *® and Sanders v. Fox,’ the 





*19 Corpus Juris Secundum 390; New 


York Penal Law, Sec. 664(5); Syracuse 
Transit Corporation v. Girard Trust Company, 
41 N. Y. Supp. 2d 583. But cf. New York 
Stock Corporation Law, Sec. 28, as to 
redemption of preferred stock. 

*The premiums paid on the insurance will 
not be deductible by the corporation (Code 
Sec. 264(a)(1)), and the insurance pro- 
ceeds received by the corporation will not 
be taxable income (Code Sec. 101(a)(1)). 

°18 Corpus Juris Secundum 
Ronald Company v. Marshall Mortgage Corpo- 
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749; Jay 


ration, 291 N. Y. 227. It is assumed, of 
course, that the rights of creditors are not 
affected. 

* Randall v. Bailey, 288 N. Y. 280; Hauber 
v. Morris, 161 Misc. 174. 

"It will be assumed in our discussion 
that taxability as a dividend cannot be 
avoided because of insufficient earnings or 
surplus. 

*CCH Dec. 22,327, 28 TC 19. 

°57-1 ustc 99661, 57-2 ustc 9 9794, 149 
F. Supp. 942, 
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government urged that premium 
payments made by the corporations 
involved in those cases constituted 
dividends to the stockholders. In the 
Prunier case, two brothers owned 
substantially all the stock of a corpo- 
ration. In the taxable year involved, 
brother H was named the beneficiary 
of policies insuring the life of brother 
J. Similarly, J was named the bene- 
ficiary of policies insuring the life of 
H. The corporation had no rights 
in the insurance except such rights, 
if any, as were created by corporate 
minutes, which recited that in the 
event of the death of either brother 
the proceeds of the insurance on his 
life should go to the corporation to 
be used by it to buy the stock of the 
deceased brother. The Tax Court held 
that the premium payments made by 
the corporation constituted construc- 
tive dividends to the brothers. 


In the Sanders case, the corpora- 
tion and its four stockholders entered 
into a formal stock redemption agree- 


ment funded by life insurance on the 


life of each stockholder. The pre- 
miums were paid by the corporation. 
Each stockholder had the right to 
designate the beneficiary of the policy 
insuring his own life, but the estate 
of each deceased stockholder was 
bound to surrender the decedent’s 
stock in return for the full proceeds 
of the insurance on the decedent’s 
life or for the agreed value of the 
stock, whichever was the greater. It 
was held by the district court that 
the premium payments constituted 
constructive dividends to the stock- 
holders. 


Both the Prunier and Sanders cases 
are distinguishable on their facts from 
the conventional stock redemption 
situation. In the conventional case, 
it is clear that the corporation is to 
purchase the stock of the decedent 
and that the insurance is owned by 
and payable to the corporation, with 
the stockholders having no interest 
in the policies. In the Prunier case, 
it was not clear whether the corpo- 
ration or the surviving stockholders 
were to purchase the decedent’s stock; 
and in both the Prunier and Sanders 
cases, it was the stockholders rather 
than the corporations who had the 
right to name the beneficiaries of the 
insurance.?® Nevertheless, the deci- 
sions in these cases caused concern 
because of language contained in the 
opinions which suggested that the 
stock redemption agreements bene- 
fited the stockholders rather than the 
corporations." If the language of 
these decisions was intended to mean 
that stock redemption agreements in 
general benefit the stockholders rather 
than the corporation, the cases pre- 
sented a serious threat to any agree- 
ment for the corporate purchase of 
the stock of a deceased stockholder. 


The Prunier and Sanders cases were 
both reversed on appeal.’* In each 
case the court of appeals concluded 
that, viewing the situation as a whole, 
it was the corporation that really 
owned the insurance and that the 
insurance had to be used to fund the 
corporation’s agreement to purchase 
the decedent’s stock. However, from 
the standpoint of those planning 
stock redemption agreements, the 





“This would make the premium pay- 
ments taxable to the stockholders on 
well-established principles. Yuengling v. Com- 
missioner, 4 ustc J 1257, 69 F. 2d 971 (CA-3, 
1934). See, also, discussion in Worthy, 
“Federal Taxation Affecting Life Insur- 
ance,” 36 Taxes 737, 746 (October, 1958). 

"In the Sanders case, the district court 
went along with the government’s argu- 
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ment, based on comparative benefits, that 
the primary benefit from the agreement 
flowed to the stockholders and that the 
benefit to the corporation was incidental. 

* Prunier v. Commissioner, 57-2 ustTc 
7 10,015, 248 F. 2d 818 (CA-1); Sanders v. 
Fox, 58-1 ustc $9415, 253 F. 2d 855 
(CA-10). 
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significance of the Prunier and Sand- 
ers reversals lies not in the construc- 
tion by the appellate courts of the 
agreements involved in those cases 
but, rather, in their repudiation of the 
view that stock redemption agree- 
ments serve no corporate purpose and 
that the payment of premiums by a 
corporation on insurance carried to 
fund a stock redemption agreement 
confers a taxable benefit on the stock- 
holders.** 


The Internal Revenue Service has 
acquiesced in the decisions of the 
courts of appeals in Prunier and 
Sanders, and the acquiescence rul- 
ing ‘* makes it plain that in the con- 
ventional case—where the corpora- 
tion makes the agreement, owns the 
insurance and names itself as bene- 
ficiary—the premium payments will 
not be regarded as dividends to the 
stockholders. This conclusion is forti- 
fied by Casale v. Commissioner; the 
Second Circuit, reversing the Tax 
Court, held that premiums paid by 
a corporation on insurance carried by 
it to fund a deferred compensation 
agreement entered into with its prin- 
cipal stockholder, were not taxable 
to the stockholder.’® 


On principle, it would seem clear 
that the the courts of 
appeals in Prunier and Sanders, and 


decisions of 





“Of particular interest in the Sanders 
case was the repudiation by the court of 
appeals of the doctrine of comparative bene- 
fits, which had been adopted by the govern- 
ment and the trial court. 

“Rev. Rul. 59-79, I. R. B. 1959-11, 8 
(based on T. I. R. 115, December 8, 1958). 
This ruling has since been superseded by 
Rev. Rul. 59-184 (1. R. B. 1959-21), which 
contains a more complete discussion of the 
problem and gives wholehearted recognition 
to the conventional stock redemption agree- 
ment funded by life insurance. In that rul- 
ing, the Internal Revenue Service indicated 
that the corporate premium payments “do 
not constitute income to any stockholder, 
even though the stockholder has the right 
to designate a beneficiary, if such right of 
the beneficiary to receive the proceeds is 
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the Internal Revenue Service’s acqui- 
escence therein, are sound. Entirely 
apart from the question whether the 
stock redemption agreement is for 
the benefit of the stockholders rather 
than the corporation, it is difficult to 
see how the premium payments can 
be treated as dividends so long as the 
insurance is owned by and payable 
to the corporation. When the pre- 
mium payments are made, the corpo- 
ration is merely exchanging one asset, 
cash, for another asset, insurance. 
The insurance may never be used for 
the intended purpose, and there al- 
ways exists the possibility that the 
corporation may become insolvent and 
the insurance end up in the hands of 
its creditors. In short, the payment 
of premiums on insurance owned by 
the corporation cannot result in a 
dividend because there has yet been 
no distribution by the corporation.” 


The nontaxability of the premium 
payments as dividends would, of 
course, afford very little solace to 
the stockholders if it were to develop 
that on the death of a stockholder the 
price paid by the corporation in re- 
demption of the estate’s stock is treated 
as a dividend. We shall con- 
sider whether the corporate redemp- 
tion of the decedent’s stock can result 
in a dividend. 


now 





conditioned upon the transfer of the corpo- 
rate stock to the corporation.” 

* 57-2 ustc J 9920, 247 F. 2d 440 (CA-2). 
See discussion in Jones and Gleason, “Casale 


Reversed: Corporate Insurance Not Divi- 
dend to Controlling Stockholder,” 7 Journal 
of Taxation 258 (November, 1957). 

“The Internal Revenue Service has ac- 
quiesced in the Casale case in the same 
rulings (referred to in footnote 14) in which 
it acquiesced in the Prunier and Sanders 
cases. 

"Lawthers, “The Fragile Bark of the 
Small Corporation,” 12 Journal of the Ameri- 
can Society of Chartered Life Underwriters 
4, 13 (Winter, 1957); Mannheimer and 
Friedman, “Stock-Retirement Agreements 
—The Prunier and Sanders cases,” 35 TAXES 
567, 570 (August, 1957). 
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Corporate Redemption of Decedent's 
Stock as Dividend to Estate 


From the standpoint of the de- 
cedent’s estate, the sole question to 
be determined under the 1939 Code 
was whether the redemption was es- 
sentially equivalent to a dividend."* 
A complete redemption of a stock- 
holder’s stock, so that he no longer 
had any interest in the corporation, 
was regarded as not essentially equiva- 
lent to a dividend. Under the 1939 
Code, this immunity for a complete 
redemption was provided by regu- 
lation.*® The 1954 Code enacted the 
complete redemption rule as part of 
the law, so that where all of a stock- 
holder’s stock is redeemed, the re- 
demption cannot be regarded as a 
dividend.*® Moreover, the 1954 Code 
also expressly provided immunity for 
so-called “substantially dispropor- 
tionate redemptions.” ** To qualify as 
a substantially disproportionate re- 
demption, three requirements must 
be met: (1) The proportionate share 
of voting stock owned by the stock- 
holder immediately after the redemp- 
tion must be less than 80 per cent 
of the proportionate share owned im- 
mediately before the redemption; 
(2) the proportionate share of com- 
mon stock (whether voting or non- 
voting) owned by the stockholder 
immediately after the redemption 
must be less than 80 per cent of the 
proportionate share owned immedi- 
ately before the redemption; and (3) 
after the redemption, the stockholder 
must own less than 50 per cent of 
the voting power in the corporation. 


If the redemption qualifies under 
either of these two objective tests— 
as a complete redemption or as a 
substantially disproportionate redemp- 


tion—there can be no dividend to the 
estate whose stock is redeemed. How- 
ever, the 1954 Code also enacted the 
so-called “attribution rules.” ?* Under 
these rules, stock owned by persons 
or entities other than the stockholder 
whose stock is being redeemed are 
treated as belonging to that stock- 
holder for the purpose of determining 
whether he meets the complete re- 
demption or the substantially dispro- 
portionate redemption tests. 


There are various kinds of attri- 
bution rules. Thus, there are family 
attribution rules, under which stock 
owned by a spouse, children, grand- 
children or parents of a stockholder 
is deemed owned by the stockholder 
for the purpose of determining whether 
he meets the two objective tests 
referred to above.** There are attri- 
bution rules covering partnerships 
and partners,** corporations and their 
stockholders,”®> and trusts and their 
beneficiaries.2* There are also attri- 
bution rules under which stock owned 
by an estate is attributable to its 
beneficiaries, and under which stock 
owned by the beneficiaries of an es- 
tate is attributable to the estate.*’ It 
is these estate-beneficiary attribution 
with which we are concerned, 
these are the rules which are 
likely to apply in the case of a re- 
demption of stock on the death of a 
stockholder. 


rules 
since 


Let us assume that a corporation 
has 100 shares of stock outstanding. 
A father and son each own 50 shares. 
There is a stock redemption agree- 
ment; the father dies; and pursuant 
to the agreement, the corporation 
redeems the 50 shares of stock owned 
by the father’s estate. If the son is 


a beneficiary of the father’s estate 





* 1939 Code Sec. 115(g) 

® Regs. 118, Sec. 39.115(g)-(1)(a)(2). 
1954 Code Sec. 302(b)(3). 

** 1954 Code Sec. 302(b)(2). 

= 1954 Code Secs. 302 and 318. 
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* 1954 Code Sec. 318(a)(1). 
** 1954 Code Sec. 318(a)(2)(A). 
* 1954 Code Sec. 318(a)(2)(C). 
* 1954 Code Sec. 318(a)(2)(B). 
* 1954 Code Sec. 318(a)(2)(A). 





as he is likely to be—the estate is 
considered to own 100 shares of stock 
(its own 50 shares and the son’s 50 
shares) and the redemption of the 
estate’s 50 shares will not be pro- 
tected as a complete redemption. It 
will usually be found that where the 
attribution rules prevent a complete 
redemption, they will also prevent a 
substantially disproportionate redemp- 
tion. Thus, in our father-son case, the 
estate will be regarded as owning 100 
per cent of the stock both before and 
and after the redemption of its own 
50 shares, so that the redemption will 
not qualify as a substantially dispro- 
portionate redemption. 


Even if the redemption of the es- 
tate’s stock does not qualify under 
either of the two objective tests, it 
may still qualify for capital gain treat- 
ment if the redemption is not in fact 
essentially equivalent to a dividend.** 
However, here we encounter difficulty. 
There were many cases under the 
1939 Code on the question as to when 
a redemption was essentially equiva- 
lent to a dividend. Some of the cases 
talked in terms of “business pur- 
pose.” *® Other cases talked in terms 
of the “net effect” of the transaction 
in altering the respective interests of 
the stockholders.*° The 1954 Code 
provides that in determining whether 


a redemption is essentially equivalent 





* 1954 Code Sec. 302(b)(1). A redemp- 
tion will also be protected if, viewed from 
the standpoint of the corporation, it quali- 
fies as a partial liquidation (Code Secs, 331 
(a)(2) and 346). However, in most cases a 
redemption on death, pursuant to an agree- 
ment, is not likely to qualify as a partial 
liquidation. The unusual case which does 
qualify as a partial liquidation under Sec. 
346 will usually also qualify as a redemption 
not essentially equivalent to a dividend 
under Sec. 302(b)(1), in which case Sec. 
346 will apply. Regs. Secs. 1.302-1(a) and 
1.346-2. 

* Commissioner v. Sullivan, 54-1  vustc 
{ 9257, 210 F. 2d 607 (CA-5); Commissioner 
v. Snite, 49-2 ustc 99470, 177 F. 2d 819 
(CA-7). 
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to a dividend, the fact that the re- 
demption fails to qualify as a complete 
redemption or as a substantially dis- 
proportionate redemption shall not be 
taken into account.* Nevertheless, 
the regulations provide that in de- 
termining whether a redemption is 
essentially equivalent to a dividend, 
one of the facts to be considered is 
the constructive stock ownership of 
the shareholder under Section 318(a).** 
Certainly, the factual requirements 
for qualifying as a redemption not 
essentially equivalent to a dividend 
are far from clear.** 


It would seem that a redemption 
of stock from an estate occasioned by 
the death of a stockholder is nothing 
like a dividend. However, that is 
not the view taken by the Internal 
Revenue Service. In the situation 
considered in Rev. Rul. 56-103,** the 
stock of a corporation was owned by 
a father and son. On the father’s 
death, the corporation redeemed all 
of his stock from his estate pursuant 
to a stock redemption agreement. 
However, since the son was a bene- 
ficiary of the father’s estate, the son’s 
stock was attributed to the estate 
with the result that the redemption 
did not qualify either as a complete 
redemption or as a substantially dis- 
proportionate redemption. The ruling 
stated that for the purpose of deter- 


* Roberts v. Commissioner, 53-1  ustc 
7 9331, 203 F. 2d 304 (CA-4); Kirschenbaum 
v. Commissioner, 46-1 ustc J 9231, 155 F. 2d 
23 (CA-2); Smith v. U. S., 41-2 uste J 9565, 
121 F. 2d 692 (CA-3). 

* 1954 Code Sec. 302(b)(5). 

* Regs. Sec. 1.302-2(b). 

*It has been said of the “essentially 
equivalent” test: “Always an unsatisfactory 
test under the old Code, it has not been 
made any clearer or more workable in the 
new Code.” Roeder, “Distributions in Re- 
demption of Stock,” Proceedings of New 
York University Fifteenth Annual Institute on 
Federal Taxation 475, 485. 

* 1956-1 CB 159. 








1959 @© TAXES—The Tax Magazine 





Liberty does not make 

all men perfect nor all society 
secure. But it has provided 

more solid progress and 
happiness and decency for more 
people than any other philosophy 
of government in history.— 
Harry S. Truman. 


mining whether the redemption was 
essentially equivalent to a dividend, 
it was of no significance that the re- 
demption was pursuant to a contract 
between the corporation and the 
decedent; and it was held that the 
price paid for the estate’s stock was 
a dividend to the estate, except to 
the limited extent that the distri- 
bution might qualify under Section 
303 of the Internal Revenue Code.*® 


Since the consequence of having 
the purchase price of the stock treated 
as a dividend is so disastrous,* it will 
be found in practice that a binding 
stock redemption agreement cannot 
be entered into unless the redemp- 
tion can be brought within either of 
the two objective tests for dividend 
immunity, namely, the complete re- 
demption test or the substantially 
disproportionate redemption test. In 
the usual case, qualifying as a com- 
plete redemption will present no prob- 
lem, provided the estate-beneficiary 
attribution rules do not apply. Ac- 
cordingly, we now consider, in terms 


of our father-son example, four ways 
in which the estate-beneficiary attri- 
bution rules can be avoided. 


(1) If the son’s legacy under the 
father’s will can be satisfied before 
the redemption, the estate-beneficiary 
attribution rules will not apply.**7 How- 
ever, this will be feasible only where 
the son receives a money bequest or 
a bequest of specific property. 


(2) The father can bypass the son 
and provide in his will for the son’s 
children.** In many cases, however, 
the father will be unwilling to do this. 
The son may also find this method 
of avoiding the estate-beneficiary at- 
tribution rules undesirable. 


(3) The father can provide for the 
son by making him the beneficiary of 
an inter vivos trust. Even though the 
trust be revocable by the father up 
to the time of his death, the son will 
not be regarded as a beneficiary of 
the father’s estate and the estate- 
beneficiary attribution rules will not 
apply. The father can also provide 
for the son by putting property into 
joint ownership with the son or by 
taking out insurance on the father’s 
life in which the named as 
beneficiary. In both of these cases, 
although the jointly owned property 
and the insurance proceeds pass to 
the son on the death of the father, 
the son will not be regarded as a 
beneficiary of the father’s estate and 


son is 





*If the estate qualifies under Sec. 303, 
there may be redeemed with complete divi- 
dend immunity sufficient stock to provide 
an amount equal to the estate taxes and 
the funeral and administration expenses. 
The proceeds of the redemption need not 
actually be used to pay these items. To 
qualify, the main requirement is that the 
federal estate tax value of the stock be 
equal to at least 35 per cent of the gross 
estate or 50 per cent of the taxable estate. 

*The entire redemption price would be 
taxable as ordinary income. On the other 
hand, if the redemption qualifies as a sale 
or exchange entitled to capital gain treat- 
ment, there is usually no tax at all. The 
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reason is that the redemption price fixed in 
the agreement will normally determine the 
estate tax value of the stock, and this price 
becomes the new income tax basis of the 
stock. 

* Regs. Sec. 1.318-3. 

* This raises the question as to whether 
the son’s stock would be attributed to the 
children and from them to the estate. The 
answer in most cases is “no.” For the pur- 
pose of determining whether a complete re- 
demption has taken place, the family 
attribution rules are barred if certain con- 
ditions, prescribed in Code Sec. 302(c)(2), 
are met, and these conditions will be present 
in the normal stock redemption case. 
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the estate-beneficiary attribution rules 
will not apply. 

(4) If none of the foregoing meth- 
ods can be used, it may be necessary 
to forego a stock redemption agree- 
ment and to enter into a buy-sell 
agreement under which the son indi- 
vidually buys the stock of the father’s 
estate on his death. In that case, the 
purchase price of the father’s stock 
will have to be paid by the son and 
the son will have to pay the pre- 
miums on any insurance carried to 
fund the agreement. 


If the estate qualifies under Section 
303 of the Code, part of the decedent’s 
stock may be redeemed in an amount 
equal to the death taxes and the fu- 
neral and administration expenses, 
without any risk that the redemption 
will be treated as a dividend.*® This 
may result in a substantial portion of 
the estate’s stock being redeemed by 
the corporation, and in many cases 
it will be possible to provide for the 
son’s purchasing the estate’s remain- 
ing stock, 


The significant point which must 
be borne in mind is that, in view of 
the attribution rules, it is not safe to 
draw a stock redemption agreement, 
or to let an old agreement stand, 
without complete information as to 
the parties involved, their family and 
business relationships and the pro- 
visions of their wills and any trusts 
they may have created. 


Corporate Redemption of Decedent's 
Stock as Dividend 
to Surviving Stockholders 


There is a line of cases, the leading 
case being Wall v. U. S.,*° in which 
a stockholder personally agreed to 


buy the stock of another stockholder 
and then had the corporation consum- 
mate the purchase. It was consist- 
ently held that the corporate pay- 
ments constituted a dividend to the 
stockholder who had made the agree- 
ment to purchase because his obli- 
gation was discharged with corporate 
funds. There are variations of this 
factual pattern. A common case is 
one where a_ stockholder borrows 
money from the corporation, uses it 
to buy the stock of another stock- 
holder and, then, instead of repaying 
the borrowed money, turns in his 
newly acquired stock for redemp- 
tion.*' Here, again, it is clear that a 
dividend results. 


In all of these cases, there was a 
purchase or agreement to purchase by 
the stockholder individually. Where 
the stockholder kept out of the trans- 
action and there was purely a corpo- 
rate agreement to purchase, it was 
generally assumed that there was no 
risk of a dividend to the stockholder 
who remained with the corporation. 
However, a recent case seemed to 
extend the Wall doctrine to a situ- 
ation where there was no individual 
obligation. 


In the case of Joseph R. Holsey,* the 
corporation had an Oldsmobile dealer- 
ship. Its stock was owned equally by 
Holsey and Greenville. In order to 
retain the corporation’s Oldsmobile 
dealership, it became necessary to 
buy out Greenville, who had a Chev- 
rolet dealership. Holsey took an op- 
tion to buy Greenville’s stock. He 
then assigned the option to the cor- 
poration, which thereupon exercised 
it. The price paid by the corporation 
for Greenville’s stock was held to be 
a dividend to Holsey. 





*” See footnote 35. 

“ 47-2 ustc J 9395, 164 F. 2d 462 (CA-4). 

“Woodworth v. Commissioner, 55-1 ustc 
] 9183, 218 F. (2d) 719 (CA-6); Thomas J. 
French, CCH Dec. 21,730, 26 TC 263 (1956). 
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For an analysis of the various types of 
cases, see Graham, “Redemption Problems 
—The Holsey and Zipp Cases,” 36 TAXEs 
925, 926 (December, 1958). 

“CCH Dec. 22,522, 28 TC 962. 
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On its facts, the Holsey case is dis- 
tinguishable from the conventional 
stock redemption case because Hol- 
sey individually participated in the 
transaction to the extent of taking an 
option to buy Greenville’s stock and 
then assigning the option to the cor- 
poration. If the Tax Court had based 
its decision on this factual situation, 
the case would have had no appli- 
cation to the conventional agreement 
for the redemption of stock on the 
death of a stockholder. The case caused 
concern because the Tax Court, in its 
opinion, expressed the view that the 
redemption did not serve a “legitimate 
corporate purpose” and that Holsey, 
even though his legal obligation was 
not discharged, was taxable because 
he benefited from the redemption.** 


The Holsey case was reversed by 
the Third Circuit..* The court of 
appeals’ opinion stresses the fact that 
there was no obligation on Holsey to 
buy and, therefore, the Wall doctrine 
does not apply. 
out that a dividend did not result by 
virtue of the fact that Holsey’s stock 
increased in value as a result of the 


The opinion points 


corporate redemption of Greenville’s 
stock, or by virtue of the fact that 





“ Another case which caused concern was 
Louis H. Zipp, CCH Dec. 22,358, 28 TC 
314, although it seems to us that this con- 
cern was unwarranted. In the Zipp case, 
a father and two sons owned all the stock 
of a corporation. The father owned 48 
shares and each son owned one share. 
Without going into the facts in detail, it is 
sufficient to point out that the sons acquired 
46 and the corporation acquired two of the 
father’s shares and that the corporation paid 
for all of the shares. The entire purchase 
price was held a constructive dividend to 
the sons, and the court of appeals affirmed 
(Zipp v. Commissioner, 58-2 ustc J 9546, 259 
F. 2d 119 (CA-6)). Both the Tax Court 
and the court of appeals based their deci- 
sions on the fact that the sons acquired the 
stock paid for by the corporation. 

58-2 ustc J 9816, 258 F. 2d 865 (CA-3). 

“T. I. R. 109, October 30, 1958, CCH 
Standard Federal Tax Reports (1958 Ed.), 
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Holsey became the sole stockholder 
by reason of the redemption. 


The Internal Revenue Service has 
acquiesced in the Holsey decision. In 
its acquiescence ruling,*® the Service 
makes it clear that it is only where 
the stock “is in reality purchased by 
a remaining shareholder and paid for 
by the corporation” that the corporate 
payment will be considered a divi- 
dend to such remaining shareholder. 
In short, so long as there is no pur- 
chase or agreement to purchase by 
the remaining stockholders individu- 
ally, the corporate purchase will not 
result in a dividend to them.* 


Accumulated Earnings Tax 


A penalty tax is imposed on any 
corporation availed of for the purpose 
of avoiding income tax on its share- 
holders by accumulating income in- 
stead of distributing it.47 Accumu- 
lating income beyond the reasonably 
anticipated needs of the 
will establish the purpose of avoiding 
income tax unless the corporation 
proves to the contrary.** The tax is 
27\% per cent on the first $100,000 of 
earnings improperly accumulated in 
the taxable year and 28% per cent 


business 


| 6780. See, also, Rev. Rul. 59-184, referred 
to in footnote 14, 

“Variations from the conventional pattern 
should be avoided. Thus, it would seem in- 


advisable to 
provision 


include in the agreement a 
that if the insurance proceeds 
exceed the redemption price fixed in the 
agreement, the decedent’s estate is to re- 
ceive the full proceeds of the insurance. 
(In most cases, the provision would be 
academic anyway since (except in a double 
indemnity case) the redemption price usually 
exceeds the amount of the insurance pro- 
ceeds.) It may have been this provision in 
the Sanders case which the court of ap- 
peals had in mind when it expressly left 
open the question as to whether consum- 
mation of the agreement on the death of a 
stockholder might result in a dividend. 

“1954 Code Sees. 531-537. 

“1954 Code Secs. 533 and 537. 








on the excess.*® There is an exemp- 
tion which permits an aggregate of 
$100,000 to be accumulated without 
being subject to the accumulated earn- 
ings tax.*® 


The question presented in connec- 
tion with a stock redemption agree- 
ment is whether insurance carried to 
fund the agreement results in an ac- 
cumulation unrelated to the needs of 
the business so as to involve a risk 
that the accumulated earnings tax 
will apply. 


It is plain that an agreement for 
the redemption of the stock of a de- 
ceased stockholder serves a corporate 
purpose.** However, a recent case, 
Pelton Steel Casting Company, sug- 
gests the possibility that “business 
needs,” for the purpose of the ac- 
cumulated earnings tax, may be nar- 
rower than “corporate purpose.” In 
the Pelton case, the Tax Court con- 
cluded that there existed the tax 
avoidance purpose required for impo- 
sition of the accumulated earnings 
tax and, in reaching this conclusion, 
it expressed the view that the use of 
corporate earnings for the stock re- 
demption did not represent a reason- 
able need of the business. If this view 
was intended to apply to the facts in 
the particular case, then the decision 
is only of limited significance. In this 
connection it should be noted that 
in the Pelton case the corporation 
redeemed the stock of living stock- 
holders owning 80 per cent of the 
outstanding shares, and the acqui- 
sition was not designed to avoid 
dissension or assure continuity of 


management—the purposes usually 
served by a redemption of the stock 
of a deceased stockholder. On the 
other hand, the Tax Court, in the 
Pelton case, distinguished Dill Manu- 
facturing Company ® and Gazette Pub- 
lishing Company v. Self,°* where the 
stock of minority stockholders was 
redeemed to maintain the manage- 
ment policy of the majority and to 
prevent sale of the minority interest 
to outsiders. The Seventh Circuit, in 
affirming the Tax Court decision in 
the Pelton case, emphasized the dis- 
tinction between the purchase of a 
majority interest and the purchase of 
a minority interest, and concluded 
that the evidence in the case sus- 
tained the Tax Court finding of an 
improper accumulation. 


The Pelton case was followed by 
the Tax Court in Mountain State Steel 
Foundries, Inc.=> In that case, two 
families—the Strattons and the Mil- 
lers—were equal owners of the corpo- 
rate stock. The Strattons, who were 
active in the management of the cor- 
poration, desired to retain control. 
The Millers, who were inactive in the 
management, desired to dispose of 
their holdings so that they would 
have an assured income not depend- 
ent on the dividends which the Strat- 
tons might see fit to declare. Here, 
as in the case of a redemption of stock 
on the death of a stockholder, the 
redemption would seem to serve the 
purposes of avoiding dissension and 
assuring continuity of management. 
Nevertheless, the Tax Court may 
have been justified in finding the tax 
avoidance motive required for impo- 





” 1954 Code Sec. 531. 

” 1954 Code Sec. 535(c) (2). 

* Prunier v. Commissioner, cited at foot- 
note 12; Emeloid Company, Inc. v. Commis- 
sioner, 51-1 ustc § 66,013, 189 F. 2d 230 
(CA-3). See, also, Thurman and Forster, 
“Income Tax Problems in Corporate-Owned 
Life Insurance,” 1958 Southern California 
Tax Institute 483, 509-514, and the discus- 
sion under the three preceding captions. 
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= CCH Dec. 22,344, 28 TC 153, aff’d, 58-1 
ustc § 9179, 251 F. 2d 278 (CA-7). 

® CCH Dee. 10,712, 39 BTA 1023. 

* 52-1 ustc 7 9293, 103 F. Supp. 779 (DC 
Ark.). 

* CCH Dec. 23,522(M), TC Memo. 1959- 
59, March 31, 1959, 
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sition of the accumulated earnings 
tax because the accumulated earn- 
ings were far in excess of the pay- 
ments under the stock redemption 
agreement. However, the Tax Court 
based its decision on the position 
which it had taken, and which the 
appellate courts had repudiated, in 
Emeloid,®® Prunier," and Holsey,® 
namely, that the stock redemption 
served no corporate purpose. 


It is to be hoped that the appellate 
courts will resolve the uncertainty as 
to the effect of a stock redemption 
agreement on the liability of a corpo- 
ration to the accumulated earnings 
tax.°° In any event, it is the rare case 
where carrying insurance to fund a 
stock retirement agreement will, in 
and of itself, result in imposition of 
the accumulated earnings tax. Vul- 
nerability to the tax will usually 
depend on a combination of factors, 
such as the size of the surplus, the 
dividend record of the corporation 
and the use made of the surplus over 
and above the portion needed for the 
stock redemption. Actually, using in- 
surance to fund the stock redemption 
agreement will probably mitigate the 
risk under the accumulated earnings 
tax, since it will make unnecessary a 
large accumulation to guard against 
the contingency of early death. Where 
insurance is carried, it will generally 


*CCH Dec. 17,713, 14 TC 1295, rev'd, 
cited at footnote 51. 

* Cited at footnotes 8 and 12. 

* Cited at footnotes 42 and 44. 

*The Tax Court not only imposed the 
accumulated earnings tax, but also denied 
the corporation a deduction for interest paid 
to the Millers on the unpaid balance of the 
redemption price. The court appears to 
have been influenced by the circumstance 
that payment of the redemption price was 
deferred for an inordinately long period and 
interest constituted a large portion of the 
aggregate amount payable. This might have 
a bearing on whether the Millers really 
ceased to have any interest in the corpora- 
tion (see discussion under caption “Cor- 
porate Redemption of Decedent’s Stock as 
Dividend to Estate”), and, of course, if the 
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be advisable to use the least expen- 
sive form of insurance that will ac- 
complish the purpose. In most cases, 
ordinary life insurance will serve the 
required purpose. In some cases, par- 
ticularly where it is expected that the 
agreement will continue for a limited 
period, term insurance, which builds 
no cash values, may be sufficient. 
Often, the problem of the accumu- 
lated earnings tax will not arise at all 
because of the $100,000 exemption.” 


Conclusion 


The corporate purchase of the stock 
of a deceased stockholder presents 
certain problems which do not exist 
in the case where the surviving stock- 
holders individually purchase the de- 
cedent’s stock. Nevertheless, in many 
cases the corporate purchase will best 
serve the interests of the parties and, 
often, will be the only practicable 
method by which the buy-out can be 
effectuated. In the present state of 
the law, the corporate purchase will 
in most cases be perfectly feasible. 
However, the particular circumstances 
in each case must be carefully ex- 
amined so that the problems pre- 
sented may be considered and dealt 
with at the time that the stock re- 
demption agreement is made. 


[The End] 


payments are regarded as essentially equiv- 
alent to dividends, then they are not deductible 
by the corporation. The aforementioned 
circumstance would not, however, afford 
a basis for imposition of the accumulated 
earnings tax, and treating the payments to 
the Millers as dividends would, in any event, 
lessen the corporation’s vulnerability to 
that tax. Nevertheless, the court might 
have found the required tax avoidance pur- 
pose in the failure to pay dividends to the 
Strattons out of the earnings in excess of 
those required for the payments to the 
Millers. 

” For an extended discussion of the prob- 
lem, see Altman, “Corporate Accumulation 
of Earnings,” 36 Taxes 933, 941-946 (De- 
cember, 1958). 

* 1954 Code Sec. 535(c) (2). 
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Corporate Ancestry 


in Reorganizations 
By JOHN E. HAMILTON 


An interesting exercise in corporate reorganization that preserves 

a holding company setup by switching the child and parent positions in 

a tax-free stock exchange is described in this article. Diagrams 

show the corporate family tree both before and after the stock exchange. 
Mr. Hamilton, who is a CPA and an attorney, is associated 

with the Richmond, Virginia accounting offices of A. M. Pullen & Company. 


LL TOO FREQUENTLY, income tax avoidance or the post- 

ponement of tax is the principal cause motivating corporate reor- 
ganizations. However, several months ago we were presented with 
a problem of rearranging a corporation holding company group which 
was motivated by entirely different reasons. The complications en- 
countered in connection with the rearrangement proved very complex 
and interesting. During the process, we learned that corporate reor- 
ganizations have little regard for evolution and other theories of 
ancestry. 

The use of diagrams and graphs has always proved distasteful 
to the writer. I have considered such paraphernalia as belonging 
exclusively to the statistician and the weatherman. Study of our 
problem soon showed that we would have to encroach on their field 
by using diagrams for presentation purposes. The first diagram, 
which follows on the next page, shows the corporate family tree as 
it existed at our first encounter. 


In the diagram each block represents a corporation. The minority 
interests in “State Bank” and “National Bank” were not considered 
important in the problem. The only preferred stock outstanding was 
that of “State Bank.” There were many preferred stockholders, and 
the only significance was that we did not wish to disturb them or 
encroach upon their rights. The diagram reveals that a national bank 
was under the control and supervision of a state bank. The federal 
banking authorities’ objection to this, along with other nontax factors, 
motivated the reorganization. At the same time, maintenance of the 
holding company setup was desired if at all possible. 


It was imperative that the corporate structures be disturbed as 
little as possible but that, at the same time, a common parent corpora- 
tion be placed over the top of the three banking corporations. In due 
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time it became apparent that it would 
be desirable to make “General Insur- 
ance Agency” the parent corporation. 

We hear frequently of “upstairs” 
and “downstairs” mergers and we are 
all aware of the cannibalistic traits of 
parent corporations in mergers. Here, 
we have a unique situation in corpor- 
ate evolution. In effect, we wanted a 
child to be made the parent and 
grandchildren to be made brother and 
sister corporations, without disturb- 
ing other ancestral ties. Doctors will 
tell you that, medically speaking, such 
a process is impossible. 

Nevertheless, we approached the 
task with some hope. At that time 
“spin-offs” had just reached their 
zenith in popularity among tax prac- 
titioners. Naturally, our thoughts 
tended toward the use of this gadget. 
Thus, our first contemplated step was 
to “spin-off” 100 per cent of common 
stock of “General Insurance Agency” 
to the common stockholders of “State 


Bank.” Since both of the corpora- 
tions involved had conducted busi- 
ness operations for over five years and 
intended to continue operations, we 
anticipated a favorable ruling under 
the provisions of Section 355 of the 
1954 Internal Revenue Code. 


At this point, we would have ac- 
complished the first desired step in 
that the national bank would have 
been removed from under the control 
of the state bank. However, we 
would then have two family groups 
with no common parent. Accord- 
ingly, we first considered the creation 
of a brand new parent corporation 
which we would call “Holding Cor- 
poration.” The common stockholders 
of “State Bank” and the common 
stockholders of “General Insurance 
Agency” would transfer 100 per cent 
of their voting common stock to 
“Holding Corporation” in exchange 
for 100 per cent of “Holding Corpora- 


tion’s” common voting stock. We 





Common Stock 
| (About 200 Stockholders) | 


100% 


Preferred Stock 


| (Public) | 


100% 


STATE BANK 


100% 100% 


Real Estate 
Holding Co. 
General Insurance Agency 


Over 51% 
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Holding Co. 


Minority Interest Less 


State Bank No. 2 


100% 100% 


Real Estate 
Holding Co. 








Over 51% 


National Bank 
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Taxation and inflation are joined 
in an unholy wedlock which seems 
to bring forth the recessive 

evil genes of both. Taxation used 
to be thought of as a curb on 
inflation, and it was when revenues 
were used to reduce the national 
debt. But in a time when the 
government spends faster than it 
receives, taxation builds up 
inflation. Perhaps we have passed 
the point of no return in this 

trend ... . It is certain that 
nothing can save us except a 
scientific revision of the tax laws 
plus the arrest of inflation. This 
is a large order for politicians at 
any time; it is too large for them 
in an election year.—E€ditorial 
statement from the Los Angeles Times, 
reprinted in the March 26, 1959 
Public Utilities Fortnightly. 


believed this transaction would be 
nontaxable under the provisions of 
Section 351 of the 1954 Code. How- 
ever, this involved creation of a new 
bank holding corporation which might 
not be allowed by the banking author- 
ities. 

We decided to eliminate the step 
involving the creation of a new hold- 
ing corporation and, instead, have the 
common stockholders of “State Bank” 
exchange their common stock for 
common stock of “General Insurance 
Agency” immediately after the “spin- 
off.” We hoped this exchange would 
be participated in by 100 per cent of 
the stockholders. However, we be- 
lieved that if at least 80 per cent 
participated, the exchange would 
qualify as nontaxable under the provi- 
sions of Section 351 of the Code. 


Although we realized this plan in- 
volved a series of steps, we believed 
that each step was nontaxable under 
the various provisions of Subchapter 
C. Therefore, we submitted our re- 
quest for a ruling to the Taxpayer’s 
Ruling Section of the Internal Rev- 
enue Service. We had several discus- 
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sions with officials in the Taxpayer’s 
Ruling Section and at one time 
thought final approval would be forth- 
coming. 


Prior to the 1954 Code, the Internal 
Revenue Service apparently consid- 
ered what happened to the stockhold- 
ers and the corporations after a 
“spin-off” to be more important than 
what had gone on before. Although 
Section 355 contains the provision 
requiring operation of a business by 
each segment “spun off” for a period 
of five years prior to the “spin-off,” 
I do not think the law or regulations 
under Section 355 contain provisions 
requiring continued operations with- 
out change subsequent to the “spin- 
off.” Even so, we were advised that 
the Service would require continuity 
of operations and that there be no 
intention on the part of the stock- 
holders of either corporation to dis- 
pose of their stock in order for a 
favorable ruling to be issued. 


Since our plan involved a disposi- 
tion of the stock by the stockholders 
of “State Bank” immediately after the 
“spin-off,” it appeared that our plan 
had run awry. We have always found 
the officials in the Taxpayer’s Ruling 
Section to be helpful in working out a 
difficult situation. After several dis- 
cussions and the drawing of many 
more diagrams and charts, we came 
up with a new plan which resulted in 
a favorable ruling being issued. 


After struggling for many months 
with complicated and confusing plans 
the simplicity of this new approach 
amazed us. It merely involves the ex- 
change of common stock of “State 
Bank” for common stock of “General 
Insurance Agency.” The exchange 
was ruled nontaxable under the pro- 
visions of Section 351(a), providing 
that the shareholders of “State Bank” 
who participated in the exchange 
acquired at least 80 per cent of the 
outstanding stock of “General Insur- 
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ance Agency” as a result of the pro- 
posed transaction. Since over 91 per 
cent of the stockholders participated 
in the exchange, it was accomplished 
tax-free to the stockholders. 

The corporate structures immediately 
after the exchange were as follows: 

Study of the above diagram reveals 
that we had accomplished what we 
started out to do, except for one little 
annoying factor. “State Bank” now 
is a controlled subsidiary of “General 
Insurance Agency,” but it also owns 
a minority interest in its parent cor- 
poration. Utopia to a tax practitioner 
is to accomplish something tax-free. 
The next best thing is to accomplish 
the same thing with a minimum 
tax cost. If “State Bank” distributes 
the common stock of “General In- 
surance Agency” which it now holds 
as a taxable dividend to its stock- 


Reorganizations 


holders, “General Insurance Agency” 
will receive over 90 per cent of such 
dividend and it will be subject to the 
85 per cent dividends-received credit. 
These shares may then be held as 
treasury stock or they may be can- 
celled by “General Insurance Agency.” 
The shares distributed to the minor- 
ity stockholders of “State Bank” will, 
of course, be taxable as ordinary divi- 
dends. After this distribution, “Gen- 
eral Insurance Agency’s” outstanding 
common stock will be 100 per cent in 
the hands of the general public and, 
we believe, we will have accomplished 
what we started out to do with mini- 
mum tax cost. There may be other 
ways to achieve this arrangement but 
this was certainly an interesting voy- 
age into the field of the “upside-down” 
and clearly illustrates that corporate 
evolution does not coincide with human 
evolution. [The End] 
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WASHINGTON TAX TALK 


High lights of Commissioner Latham's ABA address . . . 
An electronic data processing system to be used by the IRS. 


HE PRESIDENT on September 16 signed into law H. R. 2906, 

the renegotiation loss carry-back bill. This bill extends the time 
for filing refund claims where net operating loss carry-backs result 
from the government contract renegotiation. The time extension is 
to September 1, 1959, or to the end of the twelfth month following 
that in which a renegotiation order or agreement becomes final. 


Still waiting at midmonth for Presidential inking were a number 
of other bills passed by Congress during its waning hours. Among 
these are H. R. 47, which would grant an exemption for an adopted 
child even though the child was not a member of the taxpayer’s 
household for the entire taxable year. However, H. R. 47 ranges 
farther afield and, by an amendment of the Senate Finance Committee, 
would make some changes in the Code provisions relating to “tax- 
option” corporations: (1) Stock held by a husband and wife in a 
community property state, as well as stock held by joint tenants, 
tenants in common and tenants by the entirety, would be deemed to 
be owned by one shareholder; (2) a deceased “tax-option” shareholder 
would be allowed a deduction for his share of any net operating loss 
suffered by the corporation, even though the shareholder died before 
the end of the corporation’s taxable year; and (3) “tax-option” cor- 
porations would not be permitted to join in a consolidated tax return. 
Also included in H. R. 47 is an exemption of small business invest- 
ment companies from the definition of a personal holding company 
(the result of a Senate floor amendment). 

Several excise tax bills have received Presidential approval as of 
September 21. Of most general interest is H. R. 8678, which will up 
the federal tax on gasoline and other motor fuels one cent per gallon 


on October 1. The new four-cent rate will drop back to three cents 
after June 30, 1961. 

Assorted excise tax changes will be made by H. R. 8725. The 
newly signed law will (1) base the tax on transfers or sales of stock 
warrants and rights on the value of the rights or warrants and not 
on the value of the underlying stock ; (2) repeal the jewelry tax on coral; 
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(3) exempt sales to, and services per- 
formed for, parochial schools from 
most excise taxes; (4) exempt from 
club dues tax assessments for fur- 
nishings and fixtures for use in con- 
nection with “capital improvements” ; 
(5) provide an exemption from com- 
munications taxes in the case of spe- 
cial wire or radio services used in the 
business of a common carrier, or a 
telephone, telegraph or radio broad- 
casting company; and (6) provide 
that certain claw, crane and digger 
machines be treated not as gambling 
devices, but as amusement devices. 

Whereas the present admissions 
tax exemption for athletic contests 
benefiting crippled or retarded chil- 
dren requires that participants be en- 
rolled in schools or colleges, H. R. 
4857 now extends the exemption to 
games where participants are recent 
graduates. 


The Congress 


Numerous tax bills were pending 
in the House and Senate when Con- 
gress adjourned at 6:24 a.m., on Tues- 
day, September 15. These bills will 
remain on the calendars and will be 
pending business of Congress when 
it convenes in January for the second 
session of the Eighty-sixth Congress. 

Among the income tax bills pend- 
ing in the Senate are H. R. 10 (Self- 
Employed Retirement Act of 1959— 
which would permit self-employed 
taxpayers to set aside certain amounts 
for retirement under restricted annu- 
ity plans, and H. R. 8684 on “dealer 
reserves.” H. R. 8684, if enacted next 
year, will lessen the effect of the 
Supreme Court’s decision of June 22, 
1959, in Commissioner v. Hansen, 59-2 
ustc J 9533. In this decision the Su- 
preme Court held that amounts set 
aside from dealers’ commissions by 
finance companies were income to the 
dealer in the year such amounts were 
put in reserve. 


Washington Tax Talk 


Both the House and the Senate 
have bills pending which would give 
relief to shareholders of DuPont who 
will receive a distribution of stock 
held by DuPont in General Motors 
Corporation as the result of court 
action against DuPont in antitrust 
proceedings. 


Among the House-passed excise 
tax bills pending before the Senate 
Finance Committee are H. R. 2164, 
which would reduce the cabaret tax 
from 20 per cent to 10 per cent, and 
H. R. 6132, which would reduce the 
stamp tax on issues of stock by regu- 
lated investment companies from ten 
cents to four cents. 


Tax reform hearings rescheduled. 
-The “General Revenue Revision 
and Tax Reform” hearings to be held 
by the House Committee on Ways 
and Means, originally scheduled to 
begin on November 2, have been post- 
poned for two weeks, and will now 
start on November 16. Under the new 
schedule, the hearings will continue 
through Friday, December 18. 


These hearings will be a series of 
panel discussions on predetermined 
subjects dealing with broadening the 
federal tax base and a future revision 
of the federal tax laws. Panel mem- 
bers have been selected by the com- 
mittee on the basis of their knowledge 
of the subjects to be discussed. 

Sometime in October the House 
Committee on Ways and Means will 
issue a Compendium of Papers Submit- 
ted on Revision of Federal Income Tax 
Laws, which will contain papers by 
each panel member on his assigned 
subject to be presented during the 
hearings. The committee feels that ad- 
vance reading of these papers will 
provide better panel discussions. 

Sometime in 1960 the committee 
will schedule hearings to permit inter- 
ested tax men to present their views 
on tax reforms. 
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The Commissioner 


The lawyers of the United States 
learned recently of some of the prob- 
lems facing Dana Latham, himself a 
lawyer, in his position as Commis- 
sioner of Internal Revenue. At the 
recent meeting of the Tax Section of 
the American Bar Association, they 
were interested in what he had to say 
regarding the technical function of 
the national office, the reopening of 
cases, the issuance of rulings and the 
use of voluntary disclosures in criminal 
cases. 

Technical functions of national office. 
—Now in.progress is a study of the 
technical operations of the national 
office. This study will encompass 
the technical functions of the Office of 
the Assistant Commissioner, Techni- 
cal, and its relationship to the Office 
of the Chief Counsel. Special em- 
phasis will be given to eliminating the 
duplication and overlapping of func- 
tions and speeding up the issuance of 
rulings and regulations. 


“Dr. Wright, Professor of Taxation 
at Michigan, is in the process of mak- 
ing such a study at the present time,” 
Commissioner Latham told the ABA. 
“We will have the benefit of his rec- 
ommendations by early Fall.” 


Reopening of cases.—The Com- 
missioner emphasized that, in the 
absence of fraud or mathematical 
error, no case will be reopened unless 
the tax involved is substantial, both 
in relation to the deficiency proposed 
and the taxpayer’s total liability. He 
also made it clear that the IRS In- 
spection Service has no authority 
whatever to second-guess the field 
offices in the settlement of a tax con- 
troversy, but is only empowered to 
call attention to failures to follow 
IRS procedures. 


“Over the years, only an infinites- 
imal number of cases are reopened,” 
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Latham stated, “In 1957, only 1,020 
cases out of more than 2,300,000 
closed upon audit were reopened, less 
than 1/25 of 1 per cent. Of these, 
only 33 were reopened as a result of 
any report by Inspection. 


“It should be borne in mind that we 
have never said, and I don’t believe 
we ever should say, that no case will 
ever be reopened. The important 
thing is that finality is the rule, reop- 
ening the exception.” 


Issuance of rulings.—The ruling 
procedure of the Service has been 
given a lot of attention by Commis- 
sioner Latham since he took office 
on October 1, 1958. Based upon his 
experience as a former member of the 
Office of the Chief Counsel and as 
a private tax counsel, he felt that the 
ruling area might be curtailed as a 
means to lighten the burden upon the 
Office of the Chief Counsel and the 
technical organization. His studies 
into this problem since he has become 
Commissioner have shown him that 
the rulings procedure is vital to tax- 
payers. 


“T am now of the opinion that we 
should not only not curtail the areas 
in which we rule, but to the extent 
possible these areas might be ex- 
panded,” the Commissioner said. “At 
the same time, we should make an 
effort to specify with more exactness 
the areas in which we presently feel 
we cannot or should not rule. I think 
the taxpayers of the country are en- 
titled to know the consequences of 
contemplated action, and the Joint 
Committee on Internal Revenue Tax- 
ation fully approves.” 


Voluntary disclosures in criminal 
cases.—One of the most controversial 
areas in tax litigation is the consider- 
ation to be given to a voluntary dis- 
closure to the IRS by the taxpayer of 
additional taxable income not re- 
ported on his tax returns. Prior to 
1952, the government had taken such 
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voluntary disclosures into considera- 
tion if the Service had not started an 
investigation of the taxpayer’s returns. 
In 1952 the Service abandoned this 
policy. Commissioner Latham’s re- 
marks before the ABA indicate there 
is a trend in the IRS and the Depart- 
ment of Justice to give consideration 
to true voluntary disclosures under 
certain circumstances. 

“As I have stated,” said the Com- 
missioner, “I feel strongly that tax 
liabilities should be met, that deliber- 
ate evaders should be punished; all in 
order to preserve the rights of the 
honest taxpayer. We have no means 
of determining whether or not a 
system of voluntary disclosure will 
produce more or less revenue, viewed 
on an overall basis. Many arguments 
are available on both sides. 


“But in any event, it should be 
borne in mind that in determining 
whether or not an evader should be 
prosecuted, the existence of a true 
voluntary disclosure is an important 
element taken into consideration by 
Regional Counsel, Intelligence, and 
the Department of Justice. The De- 
partment of Justice has learned by 
what may be termed the ‘hard way’ 


Washington Tax Talk 


that evidence of a truly penitent 
spirit weighs heavily with a jury. No 
taxpayer will be prosecuted unless all 
those having to do with the matter 
believe that a conviction will be 
obtained. 


“This does not mean that evaders 
who have made a voluntary disclosure 
will never be prosecuted. But is is, 
nevertheless, a very important ele- 
ment to be considered by you as prac- 
titioners.”’ 


Bulletin F.—For the past few years 
there have been special study groups 
formed by the Commissioner to revise 
and up-date Bulletin F, a guide to be 
followed when determining useful 
lives of assets for depreciation pur- 
poses. These studies are slowly bear- 
ing fruit since it is reported that the 
Commissioner has issued a schedule 
to be followed for determining useful 
lives for retail food store properties, 
some of which are not in the present 
revision of Bulletin F: 


Air Conditioning Systems 


5 to 15 tons 15 
Over 15 tons : 20 
Automatic Doors 10 
3agging Machines 7 
Barbecue Machines re 
Cash Registers 15 
Checkout Counters 10 
Compressors for Automatic 
Doors 10 
Conveyor Systems . 10 
Coolers—Walk In 20 
Display Carts 5 
Display (Refrigerated) Cases 12 
Display Shelving 
Glass 5 
Metal 15 
Wood 10 
Display Stands—End 5 
Dump Baskets 3 
Food Waste Disposal Halas 2 
Freezers—Walk In 20 
Grinders 10 
Hand Trucks 10 
Label Printing Machines 10 
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Magic Carpets 
Neon Signs—Outside 
Record Player Broadcast 
System 
Saws—Power 
Scales 
Sealing Irons 
Sealing Machines 
Shelving—Metal 
Shelving, Stock Room 
Metal 
Wood 
Shopping Carts 
Slicers—Power 
Wrapping Machines 
Bakery 
Meat 
Produce 


The Service 

Still under study but certain to 
become a reality in the not-to-distant 
future is a high-speed tax return 


processing system to be known as 
Electronic Data Processing (EDP). 


When put into operation, EDP will 
process, correlate and verify the 93 
million tax returns and the 250 mil- 
lion information documents received 
annually by the IRS. This system 
will permit the IRS to consolidate 
in one central location all returns and 
documents on each taxpayer, regard- 
less of the district director’s office 
involved. This system will also es- 


tablish, for the first time, a permanent 
consolidated file for every taxpayer. 


Still under study is whether a num- 
bering system will be used to identify 
each taxpayer, similar to the system 
now in use by the Social Security 
Administration. If a numbering sys- 
tem is adopted, each taxpayer will be 
given a number which will be placed 
on all returns and documents filed 
with the Service. 


The master or consolidated file for 
each taxpayer, if established, will be 
a great help to the IRS and the tax- 
payer. The IRS will be able to compare 
information returns with taxpayers’ 
returns prior to issuing a deficiency 
notice or refund check, and also detect 
those taxpayers who failed to file re- 
turns. Taxpayers will benefit by 
prompt handling of their returns, and 
will avoid the many instances where 
they are billed for taxes claimed to be 
due but which have been paid. 


The proposed EDP system has be- 
come necessary because of the ever- 
increasing number of tax returns and 
information documents filed with the 
TIRS—estimated at a 2 per cent rise 
each year. By 1970, it is estimated, 
there will be from 130 to 135 million 
tax returns alone filed with the IRS. 

If you get a letter addressed to 
“Taxpayer 000-222-4578,” you will 
know the new EDP system has been 
put into operation. 


HOW TO HANDLE UNKNOWN QUANTITIES UNDER FEDERAL 
INCOME TAX LAWS—Continued from page 894 


unknowns with several variables, will 
take care of most tax problems in- 
volving unknowns, and, too, it is possi- 
ble to use these formulas for unknowns 
of a different character. The formulas 
were devised through the use of 
simultaneous algebraic equations, and 
their use may save valuable time in 
making speedy and accurate computa- 
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tions. As a rule, a complex problem 


becomes a much simpler problem 
when proper tools are available. A 
tax problem may be simplified by 
eliminating lengthy, awkward, trial- 
and-error methods and in their stead 
applying short-cut formulas to solve 


tax unknowns. [The End] 
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Among the books of interest to tax men which are 
reviewed this month are the second in the Montana 


State University's 


series on estate planning and 


income taxation, and one on donations to charity. 


Tax School Report 


Estate Planning and Taxation: 2. 
Edited by Lester R. Rusoff. Montana 
State University Press, Missoula, Mon- 
tana. 1958. 483 pages. $15. 

This is the second book in the Mon- 
tana State University’s series on es- 
tate planning and income taxation. It 
is the complete report on the proceed- 
ings of the Fifth Annual Tax School 
sponsored by the university’s school 
of law. Of particular interest to tax 
men might be the remarks made by 
the speakers on the following: “Pro- 
visions of the Internal Revenue Code 
Relating to Pension and Profit-Sharing 
Plans,” “Minimum Information Re- 
quired by Internal Revenue Service 
about Profit-Sharing Plans,” ‘“Han- 
dling Tax Cases Before the Internal 
Revenue Service,” “Contracts for De- 
ferred Compensation,” “Justifying 
Salaries to Members of Family,” 
“Short Term Trusts,” “The Marital 
Deduction under the Federal Estate 
Tax” and “Corporate Transactions in 
Estate Planning—One Man’s Problem.” 


Tax Tables 


Facts and Figures on Government 
Finance—1958-1959. Tax Foundation, 
Inc., 30 Rockefeller Plaza, New York 
20, New York. Tenth edition, 1958. 
272 pages. $3.50. 

This publication is designed to 
provide the responsible citizen with 


Books 


the fiscal information necessary to see 
more clearly the facts of our present 
fiscal situation. 

This edition has been expanded 
and reorganized to demonstrate clearly 
the relation of the government to the 
national economy and the over-all 
impact and interrelationship of all 
government operations. There is a 
glossary and a topical index. 


Corporate Charity 

The Technique for Proper Giving. 
Walter J. Held. McGraw-Hill Book 
Company, Inc., 330 West 42nd Street, 
New York 36, New York. 1959. 220 
pages. $6. 

This book may not tell you whether 
“to be or not to be,” but it might 
answer the question—To give or not 
to give? Until recently, the author 
was secretary of the public relations 
committee of the Standard Oil Com- 
pany of California. In this book, he 
suggests the steps to follow in estab- 
lishing a fair and prudent program of 
giving. He offers advice on how to 


deal with stockholders, company ex- 
ecutives or clients who may ask for 
contributions to a pet charity. A sec- 
tion of the book is devoted to the 
reproduction of good donation policies, 
based on a review of the policies of 


100 representative companies. Mr. 
Held also briefly discusses the tax 
situation involved in corporate dona- 
tions to charity. 
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STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 
administrative rulings. This department's scope includes the following 
types of taxes: income, sales and gross receipts, property, gasoline, 
insurance company, utility, franchise, severance, and inheritance and 
estate. Most items are adapted from CCH reports on state and local taxes. 


N SEPTEMBER 14 the President signed and put into effect 

a new federal limitation on the power of the states to levy taxes 
on income earned in interstate commerce. The new law, P. L. 86-272, 
was the result of great pressure exerted by the business community 
for federal action to put the brakes on what was feared would be a 
runaway situation once the states got the “bit” of the Northwestern- 
Stockham decision firmly placed between their teeth. 


The act grants immunity from state or local taxes on net income 
derived from interstate commerce if the only activities in the state 
are one or more of the following: (1) solicitation of orders for sales 
of tangible personal property if the orders are sent outside the state 
for approval and shipment is made from outside the state; (2) solicita- 
tion of orders in the name of or for the benefit of a prospective cus- 
tomer if the orders are sent outside the state for approval and shipment 
is made from outside the state. 


The seller’s immunity is not lost merely because of sales in the 
state, or solicitation of orders for sales, by one or more independent 
contractors on its behalf, or by the maintenance of an office in the state 
by one or more independent contractors whose activities on behalf of 
the seller in such state are limited to making sales, or soliciting orders 
for sales, of tangible personal property. 


Net income tax, under the act, is any tax imposed on, or measured 
by, net income. 


Domestic corporations or individuals domiciled in or residing in 
the state are not immune from state income tax by reason of the act. 


No assessment of state or local income tax for prior years is permit- 
ted after the September 14 date of enactment if the act prohibits such 
tax. However, collection of such income taxes before the date of enact- 
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ment or collection of taxes assessed 
before such date is not prohibited. 


Decisional Background to New Law 


The new law seeks to limit roughly 
the local activities that give a state 
the right to impose a net income tax 
upon a foreign corporation. Pressure 
for such a limitation has been build- 
ing up since the decision of the United 
States Supreme Court in Northwestern 
States Portland Cement Company v. 
Minnesota and Williams v. Stockham 
Valves & Fittings, Inc., 4 stc J 200-002, 
358 U. S. 450, 79 S. Ct. 357. 


In the Northwestern-Stockham deci- 
sion, the Court ruled that a state 
could levy a fairly apportioned net 
income tax on a foreign corporation 
even though the taxpayer’s business 
in the state was exclusively in inter- 
state commerce. The gist of the deci- 
sion was stated in the following 
sentence: “We conclude that net 
income from the interstate operations 
of a foreign corporation may be sub- 
jected to state taxation provided the 
levy is not discriminatory and is 
properly apportioned to local activ- 
ities within the taxing State forming 
sufficient nexus to support the same.” 
“Nexus” means a “connection,” “tie” 
or “link.” The term was used by the 
Court as a shorthand reference to the 
due process requirement of the Four- 
teenth Amendment to the United 
States Constitution. 


In both the Northwestern and the 
Stockham cases, the companies main- 
tained sales offices in the states in- 
volved (Minnesota and Georgia, 
respectively). Subsequent to the 
Northwestern-Stockham decision, the 
Supreme Court upheld the right of 
North Carolina to tax the income of 
an interstate motor carrier which 
maintained no offices in the state but 
did maintain warehouses there. (ET 
& WNC Transportation Company v. 
Currie, 3 stc J 250-486, 248 N. C. 560, 
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104 S. E. 2d 403, affirmed per curiam, 
359 U. S. 28 (March 2, 1959).) On 
the same day as it affirmed the North 
Carolina Supreme Court, the United 
States Supreme Court dismissed the 
taxpayer's appeal in Brown-Forman 
Distillers Corporation v. Collector of 
Revenue, 3 stc § 250-463, 234 La. 651, 
101 So. 2d 70, a case in which the 
out-of-state corporation maintained 
neither a sales office nor warehouse in 
the state, but limited its activities to 
the presence of “missionary men” 
who did not solicit sales but called 
upon wholesale dealers and assisted 
them in display activities at the re- 
tailer level. The Louisiana Supreme 
Court held the company subject to 
the state’s income tax. Two months 
later, on May 4, 1959, the Court de- 
nied certiorari in another Louisiana 
case, International Shoe Company v. 
Fontenot, 263 La. 279, 107 So. 2d 640. 
In the /nternational Shoe case, the 
state court had upheld a tax on inter- 
state commerce where the employer’s 
only activity in the state consisted 
of the selling efforts of 15 salesmen. 

The fear among businessmen has 
been that other states, acting on the 
basis of the Louisiana decisions, 
might undertake to move back the 
frontier still further in their endeavor 
to tax interstate income. 


As will be noted in the reproduc- 
tion of S. 2524 which follows this dis- 
cussion, Congress did not attempt to 
specify activities that qualify as 
“nexus.” The act only holds that cer- 
tain selling methods will not subject 
a foreign corporation to income tax. 
The law’s language invalidates Brown- 
Forman and International Shoe as 
precedents for future income tax as- 
sessments. The ET & WNC Trans- 
portation decision is unaffected by the 
legislation. 


Whether Congress intends later to 
come to grips with the “nexus” prob- 
lem remains to be seen. Title II of 
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the act provides for further study of 
the problem by the House Committee 
on the Judiciary and the Senate 
Finance Committee and calls for a 
report by July 1, 1962, that will rec- 
ommend proposed legislation to pro- 
vide uniform standards for state 
taxation of interstate commerce. 


Blank Areas in New Law 


It will be noted that the act makes 
no reference to foreign commerce. It 
was brought out during Senate floor 
debate that there was no intention to 
grant any immunity to business or- 
ganizations outside the United States. 


Further, persons or companies pro- 
viding services have not been given 
immunity by the new law. However, 
services generally are localized so 
that the income is earned where the 
service is performed. 


The act does not provide relief for 
all interstate businesses. As the mi- 


nority report of the Senate Finance 


Committee states: “There are no 
solutions in this bill for the problems 
of trucking companies, railroads, 
newspapers, pipelines, or radio and 
television stations, just to name a 
few.” 


The law limits the immunity of 
interstate business to the sale of 
tangible personal property. Since the 
law makes no attempt to define “tan- 
gible personal property,” many issues 
will undoubtedly be raised in the 
future, with the courts having the 
final word. 


If the states retain the right to tax 
sellers of intangibles, does this result 
in discrimination? Investment houses, 
loan companies and banks regularly 
derive income from interstate busi- 
ness, and so, also, frequently, do sav- 
ings and loan associations. 


The bill contains one exception to 
the requirement of approval outside 
the state. A foreign corporation does 
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not engage in business activities in a 
state by reason of sales made by inde- 
pendent contractors. It is not neces- 
sary that the independent contractors 
submit orders for approval outside 
the state. The fear of opponents of 
the independent-contractor provision 
is that dummy contractors could be 
set up in particular locations and, 
thus, avoid an otherwise taxable situ- 
ation. State tax administrators are 
expected to scrutinize closely indi- 
vidual working arrangements with 
independent contractors. 


Text of New Law 
The text of P. L. 86-272 follows: 


“TITLE T—TMPOSITION OF 
MINIMUM STANDARD 


“Sec. 101. (a) No State, or polit- 
ical subdivision thereof, shall have 
power to impose, for any taxable year 
ending after the date of the enactment 
of this Act, a net income tax on the 
income derived within such State by 
any person from interstate commerce 
if the only business activities within 
such State by or on behalf of such 
person during such taxable year are 
either, or both, of the following: 


“(1) the solicitation of orders by 
such person, or his representative, in 
such State for sales of tangible per- 
sonal property, which orders are sent 
outside the State for approval or re- 
jection, and, if approved, are filled by 
shipment or delivery from a point out- 
side the State; and 


“(2) the solicitation of orders by 
such person, or his representative, in 
such State in the name of or for the 
benefit of a prospective customer of 
such person, if orders by such cus- 
tomer to such person to enable such 
customer to fill orders resulting from 
such solicitation are orders described 
in paragraph (1). 

“(b) The provisions of subsection 
(a) shall not apply to the imposition 
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of a net income tax by any State, or 
political subdivision thereof, with re- 
spect to— 


“(1) any corporation which is incor- 
porated under the laws of such State; 
or 

“(2) any individual who, under the 
laws of such State, is domiciled in, 
or a resident of, such State. 


“(c) For purposes of subsection (a), 
a person shall not be considered to 
have engaged in business activities 
within a State during any taxable 
year merely by reason of sales in such 
State, or the solicitation of orders for 
sales in such State, of tangible per- 
sonal property on behalf of such per- 
son by one or more independent 
contractors, or by reason of the main- 
tenance of an office in such State by 
one or more independent contractors 
whose activities on behalf of such per- 
son in such State consist solely of 
making sales, or soliciting orders for 
sales, of tangible personal property. 

“(d) For purposes of this section— 

“(1) the term ‘independent con- 
tractor’ means a commission agent, 
broker, or other independent con- 
tractor who is engaged in selling, or 
soliciting orders for the sale of, tan- 
gible personal property for more than 
one principal and who holds himself 
out as such in the regular course of 
his business activities ; and 

“(2) the term ‘representative’ does 
not include an independent contractor. 


“Sec. 102. (a) No State, or polit- 
ical subdivision thereof, shall have 
power to assess, after the date of the 
enactment of this Act, any net income 
tax which was imposed by such State 
or political subdivision, as the case 
may be, for any taxable year ending 
on or before such date, on the income 
derived within such State by any per- 
son from interstate commerce, if the 
imposition of such tax for a taxable 
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year ending after such date is pro- 
hibited by section 101. 

“(b) The provisions of subsection 
(a) shall not be construed— 


“(1) to invalidate the collection, on 
or before the date of the enactment 
of this’ Act, of any net income tax 
imposed for a taxable year ending on 
or before such date, or 


“(2) to prohibit the collection, after 
the date of the enactment of this Act, 
of any net income tax which was as- 
sessed on or before such date for a 


taxable year ending on or before such 
date. 


“Sec. 103. For purposes of this 
title, the term ‘net income tax’ means 


any tax imposed on, or measured by, 
net income. 


“Sec. 104. If any provision of this 
title or the application of such provi- 
sion to any person or circumstance is 
held invalid, the remainder of this 
title or the application of such provi- 


sion to persons or circumstances other 
than those to which it is held invalid, 
shall not be affected thereby. 


“TITLE II—STUDY AND REPORT 
BY CONGRESSIONAL 
COMMITTEES 


201. The Committee on the 
Judiciary of the House of Represen- 
tatives and the Committee on Finance 
of the United States Senate, acting 
separately or jointly, or both, or any 
duly authorized subcommittees thereof, 
shall make full and complete studies 
of all matters pertaining to the taxa- 
tion by the States of income derived 
within the States from the conduct of 
business activities which are exclu- 
sively in furtherance of interstate 
commerce or which are a part of in- 
terstate commerce, for the purpose of 
recommending to the Congress pro- 
posed legislation providing uniform 
standards to be observed by the States 


in imposing income taxes on income 
so derived. 


“SEC. 
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“Sec. 202. The Committees shall 
report to their respective Houses the 
results of such studies together with 
their proposals for legislation on or 
before July 1, 1962.” 


The above text of the new law is 
essentially identical with the text of 
the bill as reported out of the Senate 
Finance Committee. However, whereas 
the original bill would have estab- 
lished a Commission on State Taxa- 
tion of Interstate Commerce and 
Intergovernmental Taxation Prob- 
lems and called for the recommenda- 
tion of uniform standards for specific 
problems, the enacted law puts the 
study of the problem in the hands of 
the House Judiciary Committee and 
the Senate Finance Committee and 
limits itself to a broad statement of 
objectives. 


Three States Act on Gifts to Minors 


In the July issue, we reported that 
“all of the states except one, plus the 
District of Columbia and Hawaii” 
now have either the “Uniform Gifts 
to Minors Act” or the model “Gifts 
of Securities to Minors Act” in force. 
Recent action by Illinois eliminates 
the exception. The uniform act (H. B. 
323) was approved in that state July 
22. Thus, all states, including Hawaii, 
which officially became a state on 
August 21, and the District of Colum- 
bia now provide simplified ways to 
make gifts of securities, property or 
money to minors. 


Action by two other states in this 
area necessitates further amendment 
of our July report. Michigan has re- 
placed its model act with the newer 
and more comprehensive uniform act 


(H. B. 19, Laws 1959), and North 
Carolina has rewritten its model act 
to include gifts of money and life 
insurance (S. B. 143, Laws 1959). 





* Uniform Division of Income for Tax 
Purposes Act, Sec. 2 (35 Taxes 631 (August, 
1957)). 


940 


Apportionment for Unitary Finance 
and Insurance Businesses 


Noting that the proposed Uniform 
Division of Income for Tax Purposes 
Act does not cover the activity of 
financial organizations, John A. Wil- 
kie, a Madison, Wisconsin economist, 
has written an article discussing the 
unitary operation of some national 
and regional finance and insurance 
companies. He proposes a set of 
apportionment formulae for taxing 
the income of such unitary businesses 
that he feels should be uniformly 
adopted by states taxing corporate 
net income. His article follows: 


HE proposed Uniform Division 

of Income for Tax Purposes Act 
does not cover the activity of financial 
organizations.’ A financial organiza- 
tion is defined as “any bank, trust 
company, savings bank [industrial 
bank, land bank, safe deposit com- 
pany,] private banker, savings and 
loan association, credit union [co- 
operative bank,] investment company, 
or any type of insurance company.” * 
The 1951 Fiscal Report of the Com- 
mittee on Tax Situs and Allocation 
of the National Tax Association pro- 
vided in Rule 2 that “Net income from 
finance, insurance, investment , 
activities shall be allocated to a state 
by means of separate accounting; pro- 
vided, however, that there shall be an 
adjustment for the contributions made 
to the production of such net income by 
headquarters activities of an interstate 
character. Such adjustment shall de 
made by deducting from the net income 
allocated to the state that portion thereof 
represented by the ratio of headquarters 
payroll to total payroll, and by adding to 
such net income allocated to the state 
that portion of the entire net income of 
the taxpayer represented by the ratio of 


? Act cited at footnote 1, Sec. 1(b). 


October, 1959 © TAXES—The Tax Magazine. 





headquarters payroll within the state to 
total payroll.” * 


The committee “found that busi- 
ness activities of finance, insurance, 
and investment are relatively well 
adapted to income allocation by the 
use of the more accurate separate ac- 
counting method. This is due pri- 
marily to the non-unitary character 
of these types of activities. With the 
exception of the work of headquarters 
personnel, the economic activities in 
one state have relatively little effect 
in producing income outside the state. 
Moreover, many states closely regu- 
late these types of business, with the 
result that separate accounting is al- 
ready being practiced’ in such states.” * 


The committee went on further to 
say: “It is recognized that the work 
of headquarters personnel, whether 
functioning on a national or regional 
level, is responsible for part of the 
income earned in another state, when 
the activities of the headquarters are 
of an interstate character. Such part 
should be allocated to the state in 
which the headquarters is situated. 
It was found that services of human 
beings ordinarily constitute the most 
valuable contribution by headquarters 
to the production of income of a busi- 
ness. Moreover, in the types of in- 
come activities covered by this rule, 
services of human beings are of major, 
if not of the highest, importance. Ac- 
cordingly, the fairest solution appears 
to be measurement of income of a 
state that is to be allocated to the 
headquarters state by the ratio of 
headquarters payroll to total payroll 
of the taxpayer. While it is recog- 
nized that factors of a headquarters 
other than payroll may play an im- 
portant role in the production of in- 
come, as in the case of borrowing 
activities of a finance business, it is 


believed that such factors will gen- 
erally be reflected in the separate 
accounting method employed by a 
taxpayer.” © 


It is submitted that in many cases, 
finance, insurance and investment 
companies that are operating on a 
national or regional basis are unitary 
in character and that separate ac- 
counting even with an adjustment for 
headquarters personnel is inappropri- 
ate. Where a unitary operation is 


found, some reasonable uniform ap- 
portionment formula should be used. 


Where a finance corporation whose 
business it is to purchase receivables 
or installment notes operates branches 
in several states, the central-office oper- 
ations are usually such as to make the 
branches dependent upon them as well 
as to make the central office dependent 
upon district offices. The branch of- 
fices are dependent upon the central 
office for the performance of most of 
the activities relating to certain in- 
come-producing functions. To begin 
with, such branches are dependent up- 
on the central office for their credit 
with which they discount receivables 
or installment notes, and such credit 
is not only more available to such 


co-ordinated operations, but it is avail- 


able at a smaller rate of interest than 
if each branch were operating as a 
separate finance company dependent 
upon its own credit position. Just 
as in the case of a central purchasing 
office’s being able to secure credit more 
readily and at less cost for its pur- 
chases of goods, here, in the case of 
central procurement of capital, it can 
be done more readily and at less cost 
than if each district or office had to 
depend on its own ability to secure 
credit. Further, a smaller reserve bal- 
ance is needed to meet “spot” de- 
mands upon the system as a whole. 





* 1951 Proceedings of the Forty-fourth An- 
nual Conference on Taxation (National Tax 
Association, 1952), p. 459. 
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‘Work cited at footnote 3, at p. 459. 
* Work cited at footnote 3, at pp. 459-460. 
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The central office may establish many 
centralized units that are contributing 
to and dependent upon branch office 
operations. All accounting except for 
original ledgers may be performed at 
regional or central offices; and, of 
course, such an accounting system is 
standardized and controlled by cen- 
tral authority and is not subject to 
alteration by the local branches. In 
addition, local branches may not 
perform their credit rating entirely 
independent of central supervision 
and information, central standards of 
procedure, central auditing or inter- 
branch information. With reference 
to collections, central control may 
standardize procedures, as well as take 
any necessary legal actions to effect 
collections. Where a debtor has moved 
from one area to another, the note and 
collection operation may be transferred 
from one branch to another located 
near the debtor. The central offices 
may also perform activities to encourage 
business for all their branch outlets 
by conducting advertising on a broad 
basis. Not only can such advertising 
be done at less cost, but, by being on 
a broad basis, it can promote the expan- 
sion of total income, and such expan- 


sion may spread the overhead burden _ 


over a larger volume. The central 
offices may also provide local branches 
with standardized advertising material 
for local purposes as well as window 
and office display materials. The lo- 
cation of the branch office is no doubt 
controlled by the central unit. Each 
branch location is related to the others 
to prevent overlapping or poor cus- 
tomer convenience. There may also be 
central control over the lease arrange- 
ments that are made for such branch 
offices and the nature of the office im- 


provements and layout of equipment. 


Central units may also provide for the 
training of personnel who are employed 
in the branches. In addition, certain 
minimum standards may be provided 
in the living of personnel, and there 
may be certain controls over the man- 
ner in which personnel are promoted 
or released. The amount of overtime 
may be subject to central control as 
well as the nature and amount of any 
benefits to be provided such per- 
sonnel, Further, personnel may be 
transferred from one branch to an- 
other or to a central unit either by 
central control or by mutual accept- 
ance between units and, of course, 
the branch manager may be subject 
to transfer or removal by the central 
management. 


New branches may be established 
and operated for several years at a 
“loss” until customer demand is built 
up, the “loss” being covered by the 
“profitable” operations of the other 
branches. In fact, such operations 
are dependent upon the other opera- 
tions and not independent thereof. 
The “loss” may be due possibly to an 
allocated overhead expense which 
would never have been incurred by 
an independent unit. 


In addition, the central office may 
have a research section which makes 
investigations and studies of the firm’s 
operations with the objective in mind 
of altering the ways in which various 
functions are performed in such a way 
as to improve the firm’s profit position. 


In brief, therefore, central manage- 
ment and direction may be such in 
finance companies that the operations 
of the branches and the central units 
are unitary in character, with the opera- 
tions of each dependent upon and con- 
tributory to the operations of the 
other.® 





° Where a foreign corporation maintained 
a principal office within the state, the 
Minnesota Board of Tax Appeals found that 
the important income-producing functions 
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of such office in the management and direc- 
tion of a unitary enterprise could not be 
measured merely by business transacted in 
the branch offices within the state. (Allied 
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Formula Determination 


Assuming that the commercial finance 
corporation’s business is unitary in 
character, what apportionment formula 
should be used to allocate the net ap- 
portionable income? One basic factor 
to such a formula would be the reve- 
nue or receipts factor which would 
be composed primarily of interest, 
finance charges and discounts. This 
would be allocated on the basis of the 
place where such funds are received 
by the taxpayer. In this business, 
human services are an important 
income-producing factor. Thus, a pay- 
roll factor should also be added cover- 
ing wages and salaries.’ In addition 
to these two factors, a third might be 
introduced consisting of the monthly 
average receivables outstanding.® 


Personal loan companies may also 
be operated in a unitary manner just 
as retail merchandising may be so 
operated. Here, as in the case of 
other finance companies, discussed 
above, the main income-producing 
function which is centralized is that 
of procuring the funds which are lent. 
The various offices set up to deal with 
the public do not obtain these funds 
independently. It depends upon a 
central unit for such funds, and each 
officer benefits thereby because, by 
such method, credit is not only more 
readily available but at less cost than 
if each office had to secure its own 
funds. In addition to this, the central 
office may perform activities connected 
with other income-producing functions 


such as planning and controlling the 
location, size and layout of the various 
offices ; standardizing, keeping and pre- 
paring accounting records except for 
original ledgers; making research 
studies of operations; preparing re- 
turns and paying taxes; establishing 
certain basic policy directives and/or 
standards of procedure for various 
operations of each office; providing 
advertising and display materials for 
the offices; making information on 
operations and experience in various 
offices available to each office; and 
others such as auditing, insuring, 
legal servicing, procuring of office 
equipment and furniture, and training 
of personnel. In addition, personnel 
hired and trained in one branch office 
may be transferred to another branch 
office or a central unit and retain con- 
tinuity of employment status. The 
branch office manager may be an em- 
ployee or agent subject to removal, 
transfer or change by central authority. 


It should be pointed out that net 
income is not entirely dependent upon 
the amount of loans made in a given 
office or upon the limit put upon the 
interest rate which may be charged 
by state law. A “book loss” shown 
by a new or even established office 
may be attributable to the large amount 
of overhead expense allocated to it 
which it would not have incurred had 
it operated as a separate business unit. 
The initial “book losses” and even in- 
termittent “book losses” of certain 
branch offices are supported by the 








(Footnote 6 continued) 

Building Credits, Inc. v. Commissioner of 
Taxation, Minnesota BTA, Docket Nos. 253 
and 254 (October 29, 1947).) 


For a good discussion of sales finance 
companies see Clyde William Phelps, /n- 
stallment Sales Financing: Its Services to the 
Dealer, Studies in Consumer Credit No. 2 
(Baltimore, Commercial Credit Company, 
1953). At p. 26, Phelps states, “The large 
sales finance companies not only borrow di- 
rectly from banks at prime rates, but also 
secure large amounts of funds at low rates 
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in the open commercial paper market and 
from insurance companies, institutional in- 
vestors and others, by the use of various 
financial instruments including unsecured short 
term notes, debentures, subordinated deben- 


tures, and term loans.” See, also, pp. 27 
and 28. 
*Gross income and payroll factors are 


used by two large financial corporations re- 
porting in Wisconsin, 1950-1953. 


* Used by one large financial corporation 
in Wisconsin, 1950-1953. 
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[New York] extended the racing 
season by a few days 

at each of the State's tracks 
and added a ninth race 

each day at the flat tracks, 

to collect another 

$5,000,000 in texes.— 

Joseph Murphy, president, 

New York State Tax Commission. 


“book profits” of other branches. The 
operations are not entirely independent 
of the other operations of the busi- 
ness but are related thereto. 


For unitary personal loan com- 
panies, the factors to be included in 
the apportionment formula might rea- 
sonably be (1) a payroll factor repre- 
senting the human services which are 
rendered in the course of producing 
the income of the business; and (2) a 
factor of average monthly outstand- 
ing loan balances in the various offices 
in each state. In lieu of the payroll 
factor, there might be used as a measure 
of activity a factor consisting of the 
number of new or renewed loans and 
loans canceled. A possible third factor 
would consist primarily of interest 
and service charges. The difficulty 
with interest rates, however, is that 
they are regulated in various ways 
and at various levels by the different 
states.® 


The security dealer may have a cen- 
tral office located within one state. 
Branch offices may be located in other 
states. These branches serve as the 
headquarters for salesmen and solici- 


tors. The orders to buy and sell 


*In actual practice in Wisconsin (1950- 
1953), these corporations filed on a separate 
accounting basis. Separate subsidiary cor- 
porations are apt to be set up. Under the 
Canadian uniform act, loan companies use 
revenue from loans on property in the province 
plus revenue from loans in other provinces 
where there is no permanent establishment, 
and other gross revenue. Louisana specif- 
ically provides in Section 245(E) that the 
“Louisiana apportionment per cent of any 
taxpayer whose net apportionable income is 
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securities are sent to the central office 
for confirmation. All payments are 
made from and received at the central 
office, and all deliveries of securities 
are made from the central office. The 
branch offices receive currently con- 
siderable sales materials, statistical 
services, reports, and the like. Per- 
sonnel may be trained at the central 
office. Such operations in the various 
states are dependent upon and con- 
tribute to the operations in the main 
office and they are unitary in character. 


In the case of unitary security dealers, 
it is submitted that a two-factor ap- 
portionment formula of payroll and 
receipts would be desirable. The pay- 
roll represents the human services ren- 
dered both at headquarters and in the 
areas of the branches. The receipts 
should be allocated upon the basis of 
the location of the customer, unless to 
do so means allocating such role to a 
state with no jurisdiction to tax. Such 
sales would then be allocated to the 
sales office from which the salesmen 
who obtained the order functioned. 


An investment firm may be engaged 
in purchasing and selling securities of 
all kinds and in holding securities of 
all kinds for the purpose of obtaining 
income therefrom. The operations of 
such a firm consist not only of hold- 
ing securities and reserving the in- 
come therefrom but also in buying and 
selling securities. By employing out- 
side trust companies to act as custo- 
dians and agents to receive income 
from securities and having outside 
bank accounts for the deposit and 


derived primarily from the business of mak- 
ing loans should be the arithmetical average 
of two ratios as follows: (1) the ratio of the 
amount paid by the taxpayer for salaries, 
wages, and other compensations for per- 
sonal services rendered in Louisiana, to the 
total salaries and wages paid by the tax- 
payer in connection with the production of 
the net apportionable income; and (2) the 
ratio of the amount of loans made by the 
taxpayer in this state to the total amount of 
loans made by the taxpayer.” 
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. one of the best ways to achieve 
fiscal responsibility, reduce and 
balance the Federal budget and bring 
about an orderly retirement of the 
national debt, is for the State and 
local governments as well as the 
individual citizens to assume their 
proper responsibilities 
without relying upon the Federal 
Government for support.— 
Representative James A. Haley. 


withdrawal of such income, or by hav- 
ing branch officers and/or employees 
located and/or serving in several states 
where stockholders reside, the firm 
may be engaged in business of unitary 
character. 


In the case of a unitary investment 
company, one possible factor available 
for apportionment is the payroll factor. 
Another would be that used in Minnesota 
law (Section 290.36), which provides 
for an apportionment based upon the 
ratio of the “aggregate of the gross 
payments collected by the company 
during the taxable year from old and 
new business upon investment con- 
tracts issued by the company and held 
by residents of this state” and “the 
total amounts of the gross payments 
collected during such year by the 
company from such business upon 
investment contracts issued by the 
company and held by persons residing 
within the state and elsewhere.” In 
many states no apportionment would 
be made, with the entire income being 
allocated either to the state of domicile 
of the corporation or, in others, to the 
state where the principal place is 
located. It is submitted that a formula 
consisting of “gross payments col- 
lected” and payroll factors is preferable. 


The law of the State of Tennessee 
(Section 67-2712) provides that uni- 
tary insurance companies will pay in- 
come taxes upon their net earnings 
in proportion to the amount of pre- 
miums received upon policies on per- 
sons residing and property located in 
that state. Under Section 2(3) of the 
Pennsylvania Corporate Net Income 
Tax Act a gross premiums ratio is 
used and gross premiums are attributable 
to sources outside the state when the 
property or the risks are situated or 
reside outside the state regardless of 
where the premiums are collected. 
The Minnesota net income tax (Sec- 
tion 290.35) provides for apportionment 
based on the ratio of gross premiums 
collected by the taxpayer during the 
taxable year from old and new busi- 
ness within the state to the total of 
same everywhere.*® Under the uni- 
form acts of Canada, the ratio used is 
that of net premium income."* 


It is submitted that human services 
are an important factor in the produc- 
tion of net apportionable income of 
unitary insurance companies and that 
a payroll factor should also be included 
in the apportionment formula. Thus, 
the formula would be one containing 
the two factors of gross premiums and 
payrolls. 


The apportionment formulae sug- 
gested above for unitary finance and 
insurance businesses are recommended 
for uniform adoption by the states 
taxing corporate net income. In the 
absence of uniform adoption by the 
states, they could be required by Con- 
gressional authority under the com- 
merce clause of the Constitution. 





* An additional provision is inserted to 
add to the amount so apportioned to the 
taxing state “the amount of any taxes on 
premiums paid by the company by virtue of 
any law of this state (other than the sur- 
charge on premiums imposed by sections 
69.54 to 69.57) which shall have been de- 
ducted from gross income by the company 
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in arriving at its total net income under the 
provisions” of the federal Revenue Act of 
1936. 

"J. Harvey Perry, Taxation in Canada, 
sponsored by the Counseling Tax Founda- 
tion (University of Toronto Press, 1951), 
p. 176. 
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FROM THE THOUGHTFUL TAX MAN—Continued from page 859 


looks at the first three or four years 
out of his pocket and he gets so 
excited that he is oblivious to the end 
result. We have called it the Deferred 
Payment Plan and tell any client 
that some day he has to step up like 
a man and pay his own money back 
to the financial institution that he 
borrowed from and that he is going 
to pay interest on his own money in 
the meantime even though it isn’t 
his. You probably know that New 
York State is making very restrictive 
arrangements concerning this type 
of high cash value policy. One thing 
that you did not have in your article 
which should be of interest to you if 
you don’t already know it: Several 
insurance companies now have poli- 
cies for this specific purpose that have 
a level death benefit through the 
twentieth year. In other words, if a 
person bank-loans $100,000 of insur- 
ance and dies at the end of the fif- 
teenth year and there is a $45,000 
loan, the insurance company pays the 
beneficiary the full $100,000. This is 
done on the basis that the dividends 
each year purchase enough term in- 
surance to equal the loan. In some 
cases, the death benefit is increased 
slightly because there is money left 
over after the term insurance has 
been purchased. All of my corpora- 
tion clients have permanent or regu- 
lar term insurance rather than bank 
loan because of the following reason: 
They are bank-loaning their insurance 
whether they know it or not. There 
are very few close corporations today 
that do not borrow money each and 
every year to finance various neces- 
sary expenditures whether it be ex- 
pansion, experimentation, or the like. 
They pay interest on these loans. It 
makes no difference whether they pay 
interest to the insurance company or 
to the bank except they are more than 
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likely better off interest-wise with the 
bank than they are with the insurance 
company. Once the owners under- 
stand this concept there is no trouble 
in selling the proper type of insur- 
ance. Why pay interest twice? 


“Now you have one underwriter’s 
viewpoint of your article. It was ex- 
cellent, honest and to the point. It 
is your duty and my CPA’s duty to 
analyze proposals from characters 
like myself. This should not be done 
in front of the client unless you find 
something wrong in the type of policy 
or reason for sale. Too often I have 
watched a CPA or attorney get the 
client so wrapped up in detail that the 
entire idea is forgotten and a neces- 
sary purchase is down the drain—not 
my commission but the funding me- 
dium for a buy-and-sell or stock- 
purchase agreement. Sound advice 
and counsel are what we are both after 
for our respective clients.” 


HE SECOND LETTER is from 

Morley M. Zobler, CLU, Home 
Life Insurance Company of New 
York. Both men had the article 
brought to their attention by CPA 
friends. Mr. Zobler states: 


“While being technically correct, 
your author seems to lack a true eval- 
uation of the economic facts of life 
(and life insurance). 


“Life insurance is a method of ac- 
cumulation and distribution of dollars 
which, in the final analysis, is the 
same reason for the accumulation of 
any property or asset that is not con- 
sumed or used up by the owner. 


“Let’s take the four ‘myths’ one by 
one: 


“Life insurance is a form of com- 
pulsory savings’.—Here Mr. Gold- 
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berg sideswipes another ‘myth’—that 
of there being an ‘average man’. I 
agree the average man is hard to find, 
but there are many habits, attributes 
and deficiencies that are common to 
most of us. We eat, sleep, work, play 
and, sometimes, save. There are in 
fact two kinds of savings, namely, 
short- and long-range, and life insur- 
ance primarily serves the latter func- 
tion. Few people still have their first 
bank account, but most people still 
own their first life insurance policy. 
The fantastic growth of life insurance 
companies in the past 100 years is 
ample proof of the need for this me- 
dium. With over 1,400 life insurance 
companies in the United States, there 
is naturally tremendous competition ; 
and one of the problems of a well- 
managed company is that of keeping 
their costs down by prudent invest- 
ment of their assets within the legis- 
lated confines. If a _ policyowner 
temporarily draws on the reserves of 
his policy, he must pay the earnings 
that his insurance company has con- 
tracted to earn for his benefit; and 
any lending institution will tell you 
that small loans are expensive to 
handle. Most companies charge sim- 
ple interest of 5 per cent, and that is 
quite a bargain today. 


“*The cost of life insurance is equal 
to the premium outlay minus the cash 
value’—In dispensing with Myth 2, 
Mr. Goldberg jousts with the wind- 
mill of ‘net costs’. In his first illus- 
tration copied from an authoritative 
publication, he presents figures show- 
ing a profit to the man, aged 35, who 
buys an ordinary life (I presume) 
contract and surrenders it in 25 years. 
Although he calls this ‘absurd’, the 
only part that is not guaranteed is the 
dividend assumption. In truth, what 
he has missed is that the real cost 
must be measured by the loss of inter- 
est by the insured if the premium 
deposits were saved elsewhere. In 





Myths of Life Insurance 


. itis not in outward 
appearances that the strength and 
worth of Congress lie. These can 
be found only in the long web 
of tradition, the struggle to fulfill 
the goals of our Declaration of 
Independence and our Constitution, 
the quest for and the defense of 
freedom, the slow but constant 
attempts to perfect our system of 
free institutions, the enduring vigor 
and vitality of the elective process, 
the attitudes, traditions and 
concepts developed in 
two centuries of trying to keep 
faith with the democratic ideal.— 
Senator Thomas J. Dodd. 


other words, the insurance company 
is able to provide life insurance pro- 
tection at little or no cost from the 
earnings of the invested premiums. 


“All this, however, is fallacious rea- 
soning, because the true cost (in the 
illustration) is $369.66 per thousand 
if the man dies on the twentieth anni- 
versary. $1,000 for $369.66 is a mighty 
good buy, I’d say! 


“ “Life insurance costs less if pur- 
chased when the insured is young’.— 
This little fairy tale was promulgated 
by life insurance companies to trap 
young men into buying their life in- 
surance when they are young. Now 
that the companies have been exposed 
for what they are, I assume men will 
start buying insurance when they 
have passed age 50. To add my name to 
the charlatans of the past, let me offer 
my own oversimplified version. Life 
insurance can be acquired by a single 
payment. Because most people can- 
not buy this way, they prefer to 
spread the premium payments over 
their life expectancy. Thus, the 
premium outlay is less at age 20 than 
at age 40. It seems to me that no 
matter how old a man may be, he 
appreciates paying $20 per $1,000 in- 
stead of $40, regardless of the fact 
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that he has been paying this $20 for 
sometime—and I have not mentioned 
anything about uninsurability! 


“*The cost of life insurance can be 
reduced by financing ... .—Here I 
come dangerously close to agreeing 
with our solon. ‘Bank financed’ or 
‘minimum deposit’ schemes are poor 
substitutes for a solid estate plan, but 
you can’t prove this from the illustra- 
tion given. I would most certainly 
prefer paying $221 for $94,300 of in- 
surance than $698 under a five-year 
term plan. The problem comes when 


the interest mounts and the net insur- 
ance amount reduces. Of course, it is 
cheaper to buy anything outright 
than it is through borrowing, but if 
this were the ‘sine qua non’ of finance, 
there would be no market for bonds, 
and a heck of a lot less automobiles 
and homes in this country. 


“A great many life insurance people 
have gotten a lot of mileage out of 
the ‘Four Myths of Life Insurance’, 
and a great many insurance owners 
and beneficiaries are much better off 
on account of it.” 


COLLAPSIBLE CORPORATIONS AND SUBSECTION (e)— 


Continued from page 914 


would seem desirable to include in 
the corporation’s assets distributions 
which have reduced earnings and 
profits prior to the determination of 
net worth. 


Conclusion 


Section 341, as it exists today, is a 
briar patch of subjective tests, indefinite 
standards, unresolved ambiguities, 
statutory presumptions and objective 
limitations. Subsection (e) was in- 
tended to overcome some of the short- 
comings of the section by eliminating 
determinations of intent and the pos- 
sible conversion of capital gain into 
ordinary income, but the attempt has 
greatly increased the complexities of 
the section. Subsection (e) added 
another set of definitions, tests and 
rules, which undercut those in the 
rest of the section and destroy con- 
sistency of application. Furthermore, 
the basic defect of Section 341 has 
not been remedied. Its all-or-nothing 
approach, treating all gain as ordinary 
income or capital gain, may still im- 
pose severe penalties on shareholders 


” See Subchapter C advisory group’s pro- 
posed amendments, as revised, proposed 
Sec. 343. This section is intended to replace 
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for the sake of administrative con- 
venience. 

Subsection (e) has not solved the 
problem of an adequate collapsible- 
corporation provision; clearly, a re- 
vision is needed. The intricacy of the 
problem, concerned as it is with cor- 
porate-shareholder taxation, precludes 
a simple solution. Any new provision 
would of necessity be complex. How- 
ever, it could eliminate the multiple 
sets of definitions, tests and rules as 
well as the inconsistencies between 
various parts of the section. A new 
provision could also set up mechanics 
for fragmenting a shareholder’s gain 
between capital gain and ordinary in- 
come. Such a proposal is now before 
the House Ways and Means Com- 
mittee. The Subchapter C advisory 
group's recommendation includes an 
objective test similar to the 15-per- 
cent test and a definition of collapsible 
assets similar to that in subsection 
(e).°* Therefore, while subsection (e) 
merely added several exceptions to 
Section 341, it may be the precursor 
of a new and revised collapsible- 
corporation provision. [The End] 


Sec. 341 of the existing law, which would 
be repealed. 
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Meetings of Tax Men 


New Jersey Institute for Practicing 
Lawyers.—A series of six lectures on 
“Capital Gain Opportunities Under 
the Tax Law” will be presented by 
the New Jersey Institute for Prac- 
ticing Lawyers. A panel of specialists 
will discuss current tax techniques 
in typical transactions and investments. 
The lectures will be held on Tuesday 
evenings from 7:15-9:15 p. m., com- 
mencing October 6, 1959, at the Essex 
County Courthouse in Newark. Reg- 
istration for the course is $20. Fur- 
ther information may be obtained 
from Professor Arnold J. Hoffman, 
Rutgers Law School, 53 Washington 
Street, Newark 2, New Jersey. 

Federal Bar Association of New 
York, New Jersey & Connecticut.— 
Harvey Greenfield will address a 
meeting of the association on Monday, 
November 9, 1959, at 7:30 p. m., at 
the United States Court House, Foley 
Square, New York City, on the sub- 
ject “Tax Aspects of Proxy Contests 
for Control of Corporations.” Other 


speakers will be Manuel F. Cohen, 
chief counsel, Division of Corporate 
Finance, Securities & Exchange Com- 
mission, Washington, D. C., and Lewis 
D. Gilbert, author of the book Dividend 
and Democracy. 


California Society of CPA’s.—The 
1959 Tax Accounting Conference spon- 
sored by the California Society of 
Certified Public Accountants will take 
place in Los Angeles at the Ambassador 
Hotel on November 12 and 13 and in 
San Francisco at the Fairmont Hotel 
on November 16 and 17. 

Marquette University.—Director of 
the Marquette University Institute 
on Taxation is Laurence H. Nichols. 
He has announced the dates for the 
university's annual institute on taxa- 
tion: October 14, 15 and 16. 


Eastern College of Commerce and 
Law.—The college’s seventh annual 
tax seminar will begin on Tuesday, 
October 20, 1959, and continue for 
five successive Tuesday evenings. Lead- 
ing tax authorities from the Baltimore- 
Washington area will speak. 
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